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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of 
Certified Public Accountants and is used by the examining boards of all fifty states of the United States, 
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance 
of CPA certificates. This booklet contains the questions and unofficial answers of the May 1985 Uniform 
Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason 
for their publication is to aid candidates in preparing for the examination. Candidates are also 
encouraged to read Information fo r  CPA Candidates, which describes the content, grading, and other 
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the examinations division and reviewed by the 
Board of Examiners but are not purported to be official positions of the American Institute of Certified 
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned 
by the Board of Examiners for grading purposes.
William C. Bruschi, Vice President — Regulation 
American Institute of Certified Public Accountants
May 1985
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EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 8, 1985; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ........
No. 2 ........
No. 3 ........
No. 4 ........
No. 5 ........
T o ta l..
45 55
45 55
45 55
45 55
40 50
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be
identified as sources of amounts in formal 
schedules, entries, worksheets, or other answers, to 
show how your final answer was derived. Computa­
tion sheets should identify the question to which 
they relate, be placed immediately following the 
answer to that question, and be numbered in 
sequence with the other pages. Failure to enclose 
supporting calculations may result in loss of grading 
points because it may be impossible to determine 
how your amounts were computed.
4. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Examination Questions — May 1985
Number 1 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems. 
Use a soft pencil, preferably No. 2, to blacken the appro­
priate circle on the separate printed answer sheet to indi­
cate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for Baker 
Company?
a $4,800,000 
b $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet
2. Butler Company had the following portfolio of cur­
rent marketable equity securities at December 31, 1984:
Security
A
B
Cost
$40,000
70,000
Market value 
$41,000
66,000
97. ©  @
In Butler’s December 31, 1984, balance sheet, the carry­
ing value of the portfolio should be reported at
a. $106,000
b. $107,000
c. $110,000
d. $111,000
3. On April 1, 1984, Aldrich Company purchased as 
a temporary investment $200,000 face value, 9% U.S. 
Treasury notes for $198,500, which includes accrued in­
terest of $4,500. The notes mature July 1, 1985, and pay 
interest semiannually on January 1 and July 1. The notes 
were sold on December 1, 1984, for $206,500, which in­
cludes accrued interest of $7,500. In its income statement 
for the year ended December 31, 1984, what amount 
should Aldrich report as a gain on sale of marketable 
securities?
a. $1,800
b. $5,000
c. $6,500
d. $8,000
Items to be Answered
1. Fay Company had the following bank reconcilia­
tion at March 31, 1985:
Balance per bank statement, 3/31/85 
Add deposit in transit
Less outstanding checks 
Balance per books, 3/31/85
$23,250
5,150
28,400
6,300
$22,100
4. On July 1 ,  1984, Ward Company purchased 500 of 
the $1,000 face value, 8% bonds of Drury Corporation 
for $461,400 to yield 10% per annum. The bonds, which 
mature on July 1, 1989, pay interest semiannually on 
January 1 and July 1. Ward uses the interest method of 
amortization and the bonds are appropriately recorded 
as a long-term investment. The bonds should be reported 
on Ward’s December 31, 1984, balance sheet at
a. $458,330
b. $464,470
c. $467,540
d. $496,930
Data per bank for the month of April 1985 follows:
Deposits
Disbursements
$29,200
24,850
All reconciliation items at March 31, 1985, cleared 
through the bank in April. Outstanding checks at April 
3 0 , 1985, totaled $3,500. What is the balance of cash per 
books at April 30, 1985?
a. $31,100
b. $26,450
c. $24,100
d. $22,950
5. An analysis and aging of the accounts receivable of 
Grey Company at December 31, 1984, revealed the 
following data:
Accounts receivable 
Allowance for uncollectible 
accounts per books 
Amounts deemed uncollectible
$900,000
50,000
64,000
The net realizable value of the accounts receivable at 
December 31, 1984, should be
a. $886,000
b. $850,000
c. $836,000
d. $786,000
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6. On August 1 , 1984, Kern Company leased a machine 
to Day Company for a six-year period requiring payments 
of $10,000 at the beginning of each year. The machine 
cost $48,000, which is the fair value at the lease date, and 
has a useful life of eight years with no residual value. 
Kern’s implicit interest rate is 10% and present value fac­
tors are as follows:
Present value of an annuity due of $1 at 
10% for 6 periods 4.791
Present value of an annuity due of $1 at 
10% for 8 periods 5.868
Kern appropriately recorded the lease as a direct financ­
ing lease. At the inception of the lease, the gross lease 
receivables account balance should be
a. $60,000
b. $58,680
c.  $48,000
d. $47,910
7. Pine Company provides for doubtful accounts 
expense at the rate of 2% of credit sales. The following 
data are available for 1984:
Allowance for doubtful accounts,
1/1/84 $ 18,000
Accounts written off as uncollectible 
during 1984 20,000
Collection of accounts written off in 
prior years (customer credit
was reestablished) 5,000
Credit sales year ended 12/31/84 1,500,000
The allowance for doubtful accounts balance at December 
31, 1984, should be
a. $33,000
b. $30,000
c. $28,000
d. $15,000
8. Hall Company’s inventory at December 31, 1984, 
was $1,500,000 based on a physical count of goods priced 
at cost, and before any necessary year-end adjustment 
relating to the following:
• Included in the physical count were goods billed to 
a customer F.O.B. shipping point on December 31, 
1984. These goods had a cost of $30,000 and were 
picked up by the carrier on January 10, 1985.
• Goods shipped F.O.B. shipping point on December 
28, 1984, from a vendor to Hall were received on 
January 4, 1985. The invoice cost was $50,000.
What amount should Hall report as inventory on its 
December 31, 1984, balance sheet?
a. $1,470,000
b. $1,480,000
c. $1,520,000
d. $1,550,000
9. Weaver, Inc., received a $60,000, six-month, 12% 
interest-bearing note from a customer. The note was dis­
counted the same day at Third National Bank at 15%. 
The amount of cash received by Weaver from the bank was
a. $64,770
b. $63,600
c. $59,100
d. $58,830
10. Marsh Company had 150 units of product A on hand 
at January 1 ,  1985, costing $21 each. Purchases of prod­
uct A during the month of January were as follows:
Units Unit cost
Jan. 10 200 $22
18 250 23
28 100 24
A physical count on January 31, 1985, shows 250 units 
of product A on hand. The cost of the inventory at January 
31, 1985, under the LIFO method is
a. $5,850
b. $5,550
c. $5,350
d. $5,250
11. On January 2, 1985, Rice Company entered into a 
ten-year noncancellable lease requiring year-end payments 
of $200,000. Rice’s incremental borrowing rate is 12%, 
while the lessor’s implicit interest rate, known to Rice, is 
10%. Present value factors for an ordinary annuity for 
ten periods are 6.145 at 10%, and 5.650 at 12%. Owner­
ship of the property remains with the lessor at expiration 
of the lease. There is no bargain purchase option. The 
leased property has an estimated economic life of 12 years. 
How much should be capitalized by Rice for this leased 
property?
a. $0
b. $1,130,000
c. $1,229,000
d. $2,000,000
12. Taft, Inc., incurred $150,000 of research and 
development costs in its laboratory to develop a patent 
granted on January 2, 1980. Legal fees and other costs 
associated with registration of the patent totaled $25,000. 
On March 31, 1985, Taft paid $35,000 for legal fees in 
a successful defense of the patent. The total amount 
capitalized for this patent through March 31 , 1985, should 
be
a. $ 25,000
b. $ 60,000
c. $175,000
d. $210,000
3
Examination Questions — May 1985
13. Dalton Company adopted the dollar value LIFO in­
ventory method on January 1 , 1983. In applying the LIFO 
method Dalton uses internal price indexes and the multiple- 
pools approach. The following data were available for In­
ventory Pool No. 1 for the two years following the adop­
tion of LIFO:
1/1/83
12/31/83
12/31/84
Current inventory
A t current 
year cost
$ 100,000
126,000
140,800
A t base 
year cost
$ 100,000
120,000
128,000
Internal
price
index
1.00
1.05
1.10
16. Landy Corporation was organized on January 2, 
1984, with authorized capital of 100,000 shares of $10 par 
value common stock. During 1984, Landy had the follow­
ing transactions:
January 12 — Issued 20,000 shares at $12 per share 
April 23 — Issued 1,000 shares for legal services 
when the market price was $14 per share
What should be the amount of additional paid-in capital 
at December 31, 1984?
a. $ 4,000
b. $14,000
c. $40,000
d. $44,000
Under the dollar value LIFO method the inventory at 
December 31, 1984, should be
a. $128,000
b. $129,800
c. $130,800
d. $140,800
17. Terry, Inc., is a calendar-year corporation whose 
financial statements for 1983 and 1984 included errors as 
follows:
Year
1983
1984
Ending
inventory
$15,000 overstated 
5,000 understated
Depreciation 
_____expense_____
$12,500 overstated 
4,000 understated
Items 14 and 15 are based on the following data:
Frey, Inc., was organized on January 2, 1984, with 
the following capital structure:
10% cumulative preferred stock, par 
value $100 and liquidation value 
$105; authorized, issued and
outstanding 1,000 shares $100,000
Common stock, par value $25; authorized
100,000 shares; issued and outstanding
10,000 shares $250,000
Frey’s net income for the year ended December 3 1 , 1984, 
was $450,000, but no dividends were declared.
14. How much was Frey’s book value per preferred share 
at December 31, 1984?
a. $100
b. $105
c. $110
d. $115
15. How much was Frey’s book value per common share 
at December 31, 1984?
a. $45.00
b. $68.50
c. $69.50
d. $70.00
Assume that purchases were recorded correctly and that 
no correcting entries were made at December 31, 1983, 
or at December 3 1 , 1984. Ignoring income taxes, by how 
much should Terry’s retained earnings be retroactively ad­
justed at January 1, 1985?
a. $13,500 increase.
b. $ 3,500 decrease.
c. $ 1,500 decrease.
d. $ .1,000 increase.
18. On December 31, 1984, the stockholders’ equity 
section of Bergen, Inc., was as follows:
Common stock, par value $10; authorized
30,000 shares; issued and outstanding
9,000 shares $ 90,000
Additional paid-in capital 116,000
Retained earnings 146,000
Total stockholders’ equity $352,000
On March 31, 1985, Bergen declared a 10% stock dividend, 
and accordingly 900 additional shares were issued, when 
the fair market value of the stock was $16 per share. For 
the three months ended March 31 , 1985, Bergen sustained 
a net loss of $32,000. The balance of Bergen’s retained 
earnings as of March 31, 1985, should be
a. $ 99,600
b. $105,000
c. $108,600
d. $114,000
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19. On February 15, 1985, Reed Corporation paid 
$1,500,000 for all the issued and outstanding common 
stock of Cord, Inc., in a transaction properly accounted
21. The December 3 1 , 1984, condensed balance sheet of 
Dunn Services, an individual proprietorship, follows:
for as a purchase. The book values and fair values of Current assets $140,000
Cord’s assets and liabilities on February 15, 1985, were Equipment (net) 130,000
as follows: $270,000
Book Fair Liabilities $ 70,000
value value John Dunn, Capital 200,000
Cash $ 160,000 $ 160,000 $270,000
Receivables 180,000 180,000
Inventory 290,000 270,000 Fair values at December 31, 1984, are as follows:
Property, plant
& equipment 870,000 960,000 Current assets $160,000
Liabilities (350,000) (350,000) Equipment 210,000
Net worth $1,150,000 $1,220,000 Liabilities 70,000
What is the amount of goodwill resulting from the business 
combination?
a. $0
b. $ 70,000
c. $280,000
d. $350,000
20. On December 1, 1984, Rhan Corporation leased 
office space for five years at a monthly rental of $10,000. 
On that date Rhan paid the lessor the following amounts:
Rent security deposit 
First month’s rent 
Last month’s rent
Nonrefundable payment (reimburses 
lessor for modifications to the leased 
premises)
$ 25,000 
10,000 
10,000
60,000
$105,000
The entire amount of $105,000 was charged to rent 
expense in 1984. What portion of the payments should 
Rhan have deferred to years subsequent to 1984?
a. $35,000
b. $85,000
c. $94,000
d. $95,000
Number 2 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of fi nancial accounting problems. 
Use a soft pencil, preferably No. 2, to blacken the appro­
priate circle on the separate printed answer sheet to indi­
cate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
Items to be Answered
On January 2 ,  1985, Dunn Services was incorporated, with
5,000 shares of $10 par value common stock issued. How 
much should be credited to additional paid-in capital?
a. $320,000
b. $250,000
c. $230,000
d. $200,000
22. Cody and Paul formed a partnership on April 1, 
1985, and contributed the following assets:
Cash
Land
Cody
$150,000
Paul
$ 50,000 
310,000
The land was subject to a mortgage of $30,000, which was 
assumed by the partnership. Under the partnership agree­
ment, Cody and Paul will share profit and loss in the ratio 
of one-third and two-thirds, respectively. Paul’s capital 
account at April 1, 1985, should be
a. $300,000
b. $330,000
c. $340,000
d. $360,000
23. Hansen Construction, Inc., has consistently used the 
percentage-of-completion method of recognizing income. 
During 1984 Hansen started work on a $3,000,000 fixed- 
price construction contract. The accounting records 
disclosed the following data for the year ended December 
31, 1984:
Costs incurred $ 930,(X)0
Estimated cost to complete 2,170,000
Progress billings 1,100,000
Collections 700,(X)0
How much loss should Hansen have recognized in 1984?
a. $230,000
b. $100,000
c. $ 30,000
d. $0
5
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24. Clay, Inc., owned 10,000 common shares of Dart 
Corporation purchased in 1980 for $90,000. On September
2 0 , 1984, Clay declared a property dividend of one share 
of Dart for every five shares of Clay common stock held 
by a stockholder. On that date there were 50,000 com­
mon shares of Clay outstanding, and the market price of 
Dart shares was $15 per share. The entry to record the 
declaration of the property dividend would include a debit 
to retained earnings of
a. $0
b. $ 60,000
c. $ 90,000
d. $150,000
25. Beal Corporation holds 5,000 shares of its $10 par 
value common stock as treasury stock, which was pur­
chased in 1982 at a cost of $60,000. On December 10, 1984, 
Beal sold all 5,000 shares for $95,000. Assuming that Beal 
used the cost method of accounting for treasury stock, 
this sale would result in a credit to
a. Additional paid-in capital of $35,000.
b. Gain on sale of investments of $35,000.
c. Retained earnings of $35,000.
d. Capital stock of $50,000.
26. At December 3 1 , 1984, Arno and Dey are partners 
with capital balances of $80,000 and $40,000, and they 
share profit and loss in the ratio of 2:1, respectively. On 
this date West invests $36,000 cash for a one-fifth interest 
in the capital and profit of the new partnership. The part­
ners agree that the implied partnership goodwill is to be 
recorded simultaneously with the admission of West. The 
total implied goodwill of the firm is
a. $ 4,800
b. $ 6,000
c. $24,000
d. $30,000
27. A foreign subsidiary of Decker Corporation has 
certain balance sheet accounts at December 3 1 , 1984. In­
formation relating to these accounts in U.S. dollars is as 
follows:
Translated at
Current
rate
Historical
rates
Marketable securities, 
at cost
Inventories, at 
average cost 
Patents
$ 65,000 $ 75,000
500,000
80,000
550,000
85,000
$645,000 $710,000
What total amount should be included in Decker’s 
December 31, 1984, consolidated balance sheet for the 
above accounts?
a. $710,000
b. $700,000
c. $660,000
d. $645,000
28. On December 3 1 , 1984, Holden, Inc., appropriate­
ly changed to the FIFO cost method from the weighted- 
average cost method for financial statement and income 
tax purposes. The change will result in a $250,000 increase 
in the beginning inventory at January 1 ,  1984. Assuming 
a 40% income tax rate, the cumulative effect of this ac­
counting change for the year ended December 31 , 1984, is
a. $0
b. $100,000
c. $150,000
d. $250,000
29. Ott Company began operations on January 1 , 1983, 
and appropriately uses the installment sales method of 
accounting. The following data are available for 1983 and 
1984:
1983 1984
Installment sales 
Gross profit on sales 
Cash collections from:
1983 sales
1984 sales
$1,500,000
30%
500,000
$1,800,000
40%
600,000
700,000
The realized gross profit for 1984 is
a. $720,000
b. $520,000
c. $460,000
d. $280,000
30. On January 1, 1984, Jasen, Inc., issued 200,000 
additional shares of $10 par value voting common stock 
in exchange for all of Wall Company’s voting common 
stock in a business combination appropriately accounted 
for by the pooling of interests method. Net income for 
the year ended December 31 , 1984, was $800,000 for Wall 
and $2,600,000 for Jasen, exclusive of any consideration 
of Wall. During 1984 Jasen paid $1,800,000 in dividends 
to its stockholders and Wall paid $500,000 in dividends 
to Jasen. What should be the consolidated net income for 
the year ended December 31, 1984?
a. $2,300,000
b. $2,900,000
c. $3,100,000
d. $3,400,000
31. On July 1, 1984, Dixon Company purchased Mill 
Corporation ten-year, 12% bonds with a face value of 
$300,000 for $324,000, which included $12,000 of accrued 
interest. The bonds, which mature on March 1 , 1991, pay 
interest semiannually on March 1 and September 1. Dixon 
appropriately uses the straight-line method of amortiza­
tion. The amount of income Dixon should report for the 
calendar year 1984 as a result of this long-term investment 
is
a. $16,200
b. $17,100
c. $18,000
d. $30,000
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32. On January 2, 1984, Kiner Company sold the 
copyright to a book to Western Publishers, Inc., for 
royalties of 20% of future sales. The same date Western 
paid Kiner a royalty advance of $50,000 to be applied 
against royalties for 1985 sales. On September 30, 1984, 
Western made a $21,000 royalties remittance to Kiner for 
sales in the six-month period ended June 30, 1984. In 
January 1985, before issuance of its 1984 financial 
statements, Kiner learned that Western’s sales of the book 
totaled $125,000 for the last half of 1984. How much 
royalty income should Kiner report in its 1984 income 
statement?
a. $21,000
b. $46,000
c. $71,000
d. $75,000
33. On January 1, 1984, Bishop Company, a lessor of 
office machines, purchased for $650,000 a new machine, 
which is expected to have a ten-year life, and will be 
depreciated $65,000 per year. The same day the machine 
was leased to Hall for a four-year period expiring January 
1, 1988, at an annual rental of $150,000. Hall also paid 
a nonrefundable lease fee of $50,000 to Bishop on January
1 , 1984. During 1984 Bishop incurred insurance and other 
related costs of $18,000 under the lease. For the year end­
ed December 31 , 1984, what amount should Bishop report 
as operating profit on this leased asset?
a. $ 67,000
b. $ 79,500
c. $ 85,000
d. $117,000
34. Cox Company received dividends from its common 
stock investments during the year ended December 31, 
1984, as follows:
• A cash dividend of $5,000 from West Corporation, 
in which Cox owns a 2% interest.
• A cash dividend of $50,000 from Bell Corporation, 
in which Cox owns a 30% interest. A majority of 
Cox’s directors are also directors of Bell.
• A stock dividend of 300 shares from Mill Corpora­
tion was received on December 10, 1984, on which 
date the quoted market value of Mill’s shares was $10 
per share. Cox owns less than 1% of Mill’s common 
stock.
How much dividend income should Cox report in its 1984 
income statement?
a. $ 5,000
b. $ 8,000
c. $55,000
d. $58,000
35. The following expenses were recognized by Rex 
Company, a retailer, during 1984:
Accounting and legal fees $240,000
Loss on sale of long-term investment 110,000
Property taxes and insurance 150,000
Interest 90,000
How much of these expenses should be included in Rex’s 
general and administrative expenses for 1984?
a. $390,000
b. $440,000
c. $480,000
d. $500,000
36. The following information is available for Day Com­
pany for 1984:
Disbursements for purchases 
of merchandise
Increase in trade accounts payable 
Decrease in merchandise inventory
$290,000
25,000
10,000
How much is the cost of goods sold for 1984?
a. $255,000
b. $275,000
c. $305,000
d. $325,000
37. Heller Company’s advertising expense account had 
a balance of $585,000 at December 31, 1984, before any 
necessary year-end adjustment relating to the following:
• Included in the $585,000 is the $60,000 cost of print­
ing sales catalogs for a sales promotional campaign 
in January 1985.
• Television advertising spots telecast during December 
1984 were billed to Heller on January 2, 1985. The 
invoice cost of $35,000 was paid on January 11, 1985.
The adjusted balance for advertising expense for the year 
ended December 31, 1984, should be
a. $490,000
b. $525,000
c. $560,000
d. $620,000
38. On January 1, 1984, Parke Company borrowed 
$360,000 from a major customer evidenced by a non­
interest bearing note due in three years. Parke agreed to 
supply the customer’s inventory needs for the loan period 
at lower than market price. At the 12% imputed interest 
rate for this type of loan, the present value of the note 
is $255,000 at January 1, 1984. What amount of interest 
expense should be included in Parke’s 1984 income 
statement?
a. $43,200
b. $35,000
c. $30,600
d. $0
7
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39. The validity of a patent held by Gordon Company 
was disputed by Ashley in a lawsuit filed against Gordon 
in 1983. At December 31, 1983, Gordon’s counsel and 
management determined that it was probable that Ashley 
would be successful against Gordon for an estimated 
amount of $350,000. Accordingly, a loss of $350,000 was 
accrued by a charge to income for the year ended December 
31, 1983. On December 31, 1984, Gordon and Ashley 
agreed to a settlement providing for: (1) assignment of 
Gordon’s patent to Ashley, and (2) payment of $200,000 
by Gordon to Ashley. The carrying value of the patent 
on Gordon’s books was $90,000 at December 31, 1984. 
What would be the effect of the settlement of Ashley’s 
lawsuit on Gordon’s income before income tax in 1984?
a. No effect.
b. $ 60,000 increase.
c. $150,000 increase.
d. $290,000 decrease.
40. During 1984 Yost, Inc., incurred the following costs:
Research and development services 
performed by Dell Company 
for Yost $250,000
Testing for evaluation of new products 300,000
Laboratory research aimed at 
discovery of new knowledge 375,000
In its income statement for the year ended December 31, 
1984, Yost should report research and development ex­
pense of
a. $250,000
b. $300,000
c. $625,000
d. $925,000
41. A wholly owned subsidiary of Ward, Inc., has cer­
tain expense accounts for the year ended December 31, 
1984, stated in local currency units (LCU) as follows:
Depreciation of equipment (related assets 
were purchased January 1, 1982) 
Provision for doubtful accounts 
Rent
LCU
120,000
80,000
200,000
The exchange rates at various dates are as follows:
December 31, 1984
Average for year ended 12/31/84
January 1, 1982
Dollar equivalent 
o f 1 LCU
$.40
.44
.50
Assume that the LCU is the subsidiary’s functional cur­
rency and that the charges to the expense accounts occur­
red approximately evenly during the year. What total 
dollar amount should be included in Ward’s 1984 con­
solidated income statement to reflect these expenses?
a. $160,000
b. $168,000
c. $176,000
d. $183,200
42. Stone Company’s allowance for doubtful accounts 
had a credit balance of $8,000 at December 31 , 1983. Stone 
accrues bad debt expense monthly at 4% of credit sales. 
During 1984: (1) Stone’s credit sales amounted to 
$1,300,000, and (2) uncollectible accounts totaling $32,000 
were written off. The aging of accounts receivable in­
dicated that a $40,000 allowance for doubtful accounts 
was required at December 3 1 , 1984. Stone’s bad debt ex­
pense for 1984 would be
a. $64,000
b. $52,000
c. $40,000
d. $32,000
Number 3 (Estimated tim e----- 45 to 55 minutes)
Instructions
43. Cooke Company acquires patent rights from other 
enterprises and pays advance royalties in some cases, and 
in others, royalties are paid within 90 days after year end. 
The following data are included in Cooke’s December 31 
balance sheets:
Select the best answer for each of the following items 
relating to a variety of financial accounting problems. 
Use a soft pencil, preferably No. 2, to blacken the appro­
priate circle on the separate printed answer sheet to indi­
cate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
Items to be Answered
Prepaid royalties 
Royalties payable
1983
$55,000
80,000
1984
$45,000
75,000
During 1984 Cooke remitted royalties of $300,000. In its 
income statement for the year ended December 3 1 , 1984, 
Cooke should report royalty expense of
a. $295,000
b. $305,000
c. $310,000
d. $330,000
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44. On December 31, 1984, Hurd Company signed an 
operating lease for a warehouse for ten years at $24,000 
per year. Upon execution of the lease, Hurd paid $48,000 
covering rent for the first two years. How much should 
be shown in Hurd’s income statement for the year ended 
December 31, 1984, as rent expense?
a. $0
b. $ 2,000
c. $24,000
d. $48,000
45. On January 1 ,  1983, for past services, Diven Com­
pany granted Mary Allen, its president, 5,000 stock ap­
preciation rights which are exercisable immediately and 
expire three years after date of grant. On exercise, Allen 
is entitled to receive cash for the excess of the market value 
of the stock on the exercise date over the market value 
on the grant date. Allen exercised all of the rights on 
December 31 , 1984. The per share market prices of Diven’s 
stock were as follows:
January 1, 1983 
December 31, 1983 
December 31, 1984
$25
30
40
As a result of the stock rights, Diven should recognize com­
pensation expense in 1984 of
a. $0
b. $ 50,000
c. $ 75,000
d. $200,000
46. Farr, Inc., is disposing of a segment of its business. 
At the measurement date the net loss from the disposal 
is estimated to be $675,000. Included in this $675,000 are 
severance pay of $50,000 and employee relocation costs 
of $25,000, both of which are directly associated with the 
decision to dispose of the segment, and estimated operating 
loss of the segment to the disposal date of $100,000. A 
loss of $125,000 from operations from the beginning of 
the year to the measurement date is not included in the 
$675,000 estimated disposal loss. Ignoring income taxes, 
how much should be reported on Farr’s income statement 
as the total loss under the heading “ discontinued 
operations” ?
a. $225,000
b. $625,000
c. $650,000
d. $800,000
47. An inventory loss from market decline of $720,000 
occurred in May 1984. King Company appropriately 
recorded this loss in May 1984 after its March 31, 1984, 
quarterly report was issued. How much of the inventory 
loss should be reflected in King’s quarterly income state­
ment for the three months ended June 30, 1984?
a. $720,000
b. $360,000
c. $180,000
d. $0
48. Trent Company had net income of $700,000 for the 
year ended December 31, 1984, after giving effect to the 
following events which occurred during the year:
• The decision was made January 2 to discontinue the 
plastics manufacturing segment.
• The plastics manufacturing segment was sold June 30.
• Operating loss from January 1 to June 30 for the 
plastics manufacturing segment amounted to $60,000 
before tax benefit.
• Plastics manufacturing equipment with a book value 
of $350,000 was sold for $200,000.
Trent’s tax rate was 40% for 1984. For the year ended 
December 31, 1984, Trent’s after-tax income from 
continuing operations was
a. $574,000
b. $700,000
c. $784,000
d. $826,000
49. Case Corporation purchased a machine on January 
1 ,  1979, with an estimated useful life of ten years and no 
salvage. The machine was depreciated by the double 
declining balance method for both financial statement and 
income tax reporting. On January 1 ,  1984, Case changed 
to the straight-line method for financial statement repor­
ting but not for income tax reporting. The accumulated 
depreciation from January 1 , 1979, through December 31, 
1983, was $280,000. If the straight-line method had been 
used, the accumulated depreciation at December 31, 1983, 
would have been $210,000. Case’s effective income tax 
rate for the years 1979 through 1984 is 50%. The amount 
shown in the 1984 income statement for the cumulative 
effect of changing to the straight-line method would be
a. $70,000 debit.
b. $70,000 credit.
c. $35,000 credit.
d. $0.
50. Kew Company leased equipment to Pitt on January 
1, 1984, for an eight-year period expiring December 31, 
1991. Equal payments under the lease of $300,000 are due 
on January 1 of each year. The first payment was made 
on January 1 ,  1984. The rate of interest contemplated by 
Kew and Pitt is 10%. The cash selling price of the equip­
ment is $1,760,000 and the cost of the equipment on Kew’s 
accounting records is $1,400,000. Kew appropriately 
recorded the lease as a sales-type lease. For the year 
ended December 3 1 , 1984, what amount of profit on the 
sale and interest income should Kew record?
a. $0 and $0.
b. $0 and $80,000.
c. $360,000 and $146,000.
d. $360,000 and $176,000.
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51. Mann, Inc., had 300,000 shares of common stock 
issued and outstanding at December 31, 1983. On July
1 , 1984, an additional 50,000 shares of common stock were 
issued for cash. Mann also had unexercised stock options 
to purchase 40,000 shares of common stock at $15 per 
share outstanding at the beginning and end of 1984. The 
average market price of Mann’s common stock was $20 
during 1984. What is the number of shares that should 
be used in computing primary earnings per share for the 
year ended December 31, 1984?
a. 325,000
b. 335,000
c. 360,000
d. 365,000
52. In January 1984 Bell Company exchanged an old 
machine, with a book value of $39,000 and a fair value 
of $35,000, and paid $10,000 cash for a similar used 
machine having a list price of $50,000. At what amount 
should the machine acquired in the exchange be recorded 
on the books of Bell?
a. $45,000
b. $46,000
c. $49,000
d. $50,000
53. The first week of January 1984 Bolton Company 
made unanticipated repairs to its plant equipment at a cost 
of $240,000. These repairs will benefit operations for the 
remainder of the calendar year. On March 15, 1984, Bolton 
paid property taxes of $120,000 on its factory building 
for calendar year 1984. What total amount of these ex­
penses should be included in Bolton’s quarterly income 
statement for the three months ended March 31, 1984?
a. $ 90,000
b. $180,000
c. $270,000
d. $360,000
54. Information with respect to Wilson Company’s cost 
of goods sold for 1984 is as follows:
Inventory, 1/1/84 
Production during 1984
Historical
cost
$1,060,000
5,580,000
Units
20,000
90,000
6,640,000 110,000
Inventory, 12/31/84 1,890,000 30,000
Cost of goods sold $4,750,000 80,000
Wilson estimates that the current cost per unit of inven­
tory was $58 at January 1, 1984, and $72 at December
31 , 1984. In Wilson’s supplementary information restated 
into average current cost, the cost of goods sold for 1984 
should be
a. $4,640,000
b. $5,040,000
c. $5,200,000
d. $5,760,000
55. Mill, Inc., reports operating profit as to industry 
segments in its supplementary financial information an­
nually. The following data are available for 1984:
Segment Sales
Traceable
costs
A $1,500,000 $ 900,000
B 1,000,000 450,000
C 500,000 250,000
$3,000,000 $1,600,000
Additional expenses not included above are as follows:
Indirect operating expenses 
General corporate expenses 
Other expense (net)
$480,000
300,000
96,000
Mill allocates common costs based on the ratio of a seg­
ment’s sales to total sales. What should be the operating 
profit for segment A for 1984?
a. $162,000
b. $210,000
c. $312,000
d. $360,000
56. Lewis Company adopted a pension plan on January 
1 , 1983, on a funded, noncontributory basis. Lewis elected 
to amortize past service cost over 15 years and to fund 
past service cost over 20 years. Normal cost is to be fund­
ed as incurred each year. Data for the first two years of 
the plan are as follows:
1983 1984
15-year amortization $29,900 $29,900
Addition for interest — 250
Past service cost 29,900 30,150
20-year funding 24,900 24,900
Balance sheet liability:
Increase for year 5,000 5,250
Balance 5,000 10,250
If normal cost for 1984 was $26,500, how much pension 
expense should Lewis record for 1984?
a. $24,900
b. $51,400
c. $56,400
d. $56,650
57. During 1984, Grady Company purchased $1,200,000 
of inventory. The cost of goods sold for 1984 was 
$1,320,000 and the ending inventory at December 31, 1984, 
was $240,000. What was the inventory turnover for 1984?
a. 4.0
b. 4.4
c. 5.0
d. 5.5
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58. In May 1981 West Company filed suit against Brown, 
Inc., seeking $850,000 damages for patent infringement. 
A court verdict in November 1984 awarded West $600,000 
in damages, but Brown’s appeal is not expected to be decid­
ed before 1986. West’s counsel believes it is probable that 
West will be successful against Brown for an estimated 
amount in the range between $300,000 and $450,000, with 
$400,000 considered the most likely amount. What amount 
should West record as income from lawsuit in the year 
ended December 31, 1984?
a. $0
b. $300,000
c. $400,000
d. $600,000
59. At December 31, 1983, Mason, Inc., had 100,000 
shares of $10 par value common stock issued and outstand­
ing. There was no change in the number of shares outstand­
ing during 1984. Total stockholders’ equity at December 
31, 1984, was $2,800,000. The net income for the year 
ended December 31, 1984, was $800,000. During 1984 
Mason paid $3 per share in dividends on its common stock. 
The quoted market value of Mason’s common stock was 
$48 per share on December 3 1 , 1984. What was the price- 
earnings ratio on common stock for 1984?
a. 9.6 to 1.
b. 8.0 to 1.
c. 6.0 to 1.
d. 3.5 to 1.
60. Mr. & Mrs. Dean require a personal statement of 
financial condition as of December 3 1 , 1984. Included in 
their assets at this date are the following:
• A $300,000 whole life insurance policy (on Mr. Dean) 
having a cash value of $43,000 at December 3 1 , 1984, 
subject to a $37,000 loan payable to the insurance 
company.
• A residence purchased in 1980 at a cost of $150,000. 
Similar homes in the area are currently selling at 
approximately $175,000.
In the Deans’ December 31, 1984, personal statement of 
financial condition, the above assets should be reported 
at a total amount of
a. $218,000
b. $193,000
c. $181,000
d. $156,000
Number 4 (Estimated tim e----- 45 to 55 minutes)
Information pertaining to Blake Corporation’s pro­
perty, plant and equipment for 1984 is presented below.
Account balances at January 1, 1984
Debit
Land
Building
Accumulated depreciation 
Machinery and equipment 
Accumulated depreciation 
Automotive equipment 
Accumulated depreciation
$ 150,000 
1,200,000
900,000
115,000
Credit
$263,100
250,000
84,600
Depreciation method and useful life
Building — 150% declining balance; 25 years. 
Machinery and equipment — Straight-line; ten years. 
Automotive equipment — Sum-of-the-years’-digits;
four years.
Leasehold improvements — Straight-line.
The salvage value of the depreciable assets is immaterial. 
Depreciation is computed to the nearest month.
Transactions during 1984 and other information
On January 2, 1984, Blake purchased a new car for 
$10,000 cash and trade-in of a two-year-old car with a cost 
of $9,000 and a book value of $2,700. The new car has 
a cash price of $12,000; the market value of the trade-in 
is not known.
On April 1, 1984, a machine purchased for $23,000 
on April 1 ,  1979, was destroyed by fire. Blake recovered 
$15,500 from its insurance company.
On May 1, 1984, costs of $168,000 were incurred to 
improve leased office premises. The leasehold improve­
ments have a useful life of eight years. The related lease, 
which terminates on December 3 1 , 1990, is renewable for 
an additional six-year term. The decision to renew will be 
made in 1990 based on office space needs at that time.
On July 1 , 1984, machinery and equipment were pur­
chased at a total invoice cost of $280,000; additional costs 
of $5,000 for freight and $25,000 for installation were 
incurred.
Blake determined that the automotive equipment 
comprising the $115,000 balance at January 1 , 1984, would 
have been depreciated at a total amount of $18,000 for 
the year ended December 31, 1984.
Required:
a. For each asset classification prepare schedules 
showing depreciation and amortization expense, and ac­
cumulated depreciation and amortization that would ap­
pear on Blake’s income statement for the year ended 
December 31, 1984, and balance sheet at December 31, 
1984, respectively.
b. Prepare a schedule showing gain or loss from 
disposal of assets that would appear in Blake’s income 
statement for the year ended December 31, 1984.
c. Prepare the property, plant and equipment sec­
tion of Blake’s December 31, 1984, balance sheet.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Before closing the books for the year ended December 31 , 1984, Glenn Corporation, a Kansas corporation, 
prepared the following adjusted trial balance:
Adjusted Trial Balance 
December 31, 1984
Cash
Accounts receivable, net 
Inventory
Property, plant and equipment
Accumulated depreciation
Cash surrender value on officers’ life insurance
Accounts payable and accrued expenses
Income tax payable
Deferred income tax
Notes payable
Common stock
Additional paid-in capital
Retained earnings, 1/1/84
Net sales
Cost of sales
Selling and administrative expenses 
Interest expense
Gain on sale of long-term investments 
Income tax expense 
Loss on litigation settlement 
Loss due to earthquake damage
Dr.
$ 550,000
1,650,000
2,750,000 
13,550,000
65,000
7,500,000
2,425,000
245,000
600,000
450,000
950,000
$30,735,000
Cr.
$ 4,400,000
1,550,000 
200,000 
150,000
1,500,000
2,500,000
4,375,000
3,300,000 
12,500,000
260,000
$30,735,000
Other financial data for the year ended December 31, 1984:
Federal income tax
Estimated tax payments 
Accrued
Total charged to income tax expense (estimated)
Tax rate on all types of taxable income
*Does not properly reflect current or deferred 
income tax expense or intraperiod income tax 
allocation for income statement purposes.
$400,000
200,000
$600,000* 
40%
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Timing difference
Depreciation per tax return 
Depreciation per books
Permanent difference
Premiums on officers’ life insurance
Capital structure
Common stock, par value $10 per share, traded on a national exchange:
Number of shares outstanding at 1/1/84
Number of shares issued on 3/30/84 as a 10% stock dividend
Number of shares sold for $25 per share on 6/30/84
Number of shares outstanding at 12/31/84
$760,000
580,000
$140,000
Shares
200,000
20,000
30,000
250,000
Required:
a. Using the multiple-step format, prepare a formal income statement for Glenn for the year ended December 3 1 , 1984. 
All components of income tax expense should be appropriately shown.
b. Prepare a schedule to reconcile net income to taxable income reportable on Glenn’s tax return for 1984.
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EXAMINATION IN ACCOUNTING PRACTICE — PART II
May 9, 1985; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 .................................................. ..........................................  45 55
No. 2 .................................................. ..........................................  45 55
No. 3 .................................................. ..........................................  45 55
No. 4 .................................................. ..........................................  45 55
No. 5 .................................................. .......................................... 40 50
T o ta l............................................ .......................................... 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
Support all problem-type answers with properly 
labeled and legible calculations that can be
identified as sources of amounts in formal 
schedules, entries, worksheets, or other answers, to 
show how your final answer was derived. Computa­
tion sheets should identify the question to which 
they relate, be placed immediately following the 
answer to that question, and be numbered in 
sequence with the other pages. Failure to enclose 
supporting calculations may result in loss of grading 
points because it may be impossible to determine 
how your amounts were computed.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial and managerial 
accounting problems. Use a soft pencil, preferably 
No. 2, to blacken the appropriate circle on the separate 
printed answer sheet to indicate your answer. Mark only 
one answer for each item. Answer ail items. Your grade 
will be based on the total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a.
b.
c.
d.
$4,800,000
$5,100,000
$5,200,000
$5,260,000
Answer Sheet
97.  
Items to be Answered
1. During the year ended December 3 1 , 1984, Pine Co. 
paid $46,000 for interest, but Pine’s 1984 income state­
ment properly reported interest expense of $50,000. There 
was no prepaid interest either at the beginning or at the 
end of 1984. Accrued interest at December 31, 1984, 
amounted to $5,000. How much was the accrued interest 
at December 31, 1983?
a. $0
b. $1,000
c. $4,000
d. $5,000
2. On January 1, 1984, Oak Co. leased a building to 
Daly Co. for a ten-year term, at an annual rental of 
$100,000. At inception of the lease Oak received 
$200,000, covering the first year’s rent of $100,000 and 
a security deposit of $100,000. This deposit will not be 
returned to Daly upon expiration of the lease, but will 
instead be applied to payment of rent for the last year 
of the lease. Oak properly reported rental income of 
$200,000 in its 1984 income tax return. At December 31, 
1984, what portion of the $200,000 should be shown as 
a liability in Oak’s balance sheet?
a. $0
b. $ 80,000
c. $ 90,000
d. $100,000
3. On July 1, 1984, Dale Co. started a sales promo­
tional campaign. In each box of cereal sold, Dale inserted 
a coupon redeemable for a premium. To receive a 
premium, each customer must submit five coupons. 
Dale’s cost for each premium is $1. Dale estimated that 
60% of the coupons issued will be redeemed. For the six 
months ended December 31, 1984, the following infor­
mation is available:
Boxes of cereal sold 
Coupons redeemed
800,000
200,000
The estimated liability for premium claims outstanding 
at December 31, 1984, should be
a. $40,000
b. $56,000
c. $72,000
d. $96,000
4. Kork Corp. had the following long-term debt at 
December 31, 1984:
Collateral trust bonds, having 
securities of unrelated 
corporations as security $500,000
Bonds unsecured as to principal 300,000
The debenture bonds amounted to
a. $0
b. $300,000
c. $500,000
d. $800,000
5. The following costs were incurred in connection 
with the issuance of bonds by Hub Corp.:
Printing and engraving 
Legal and accounting 
Commissions
$ 5,000 
100,000 
180,000
How much should be treated as a deferred charge to be 
amortized over the life of the debt?
a. $ 5,000
b. $100,000
c. $280,000
d. $285,000
6. At December 3 1 , 1984, Park Beauticians had 1,000 
gift certificates outstanding which had been sold to 
customers during 1984 for $50 each. Park operates on 
a gross margin of 60%. How much revenue pertaining 
to the 1,000 outstanding gift certificates should be 
deferred at December 31, 1984?
a. $50,000
b. $30,000
c. $20,000
d. $0
15
Examination Questions —  May 1985
7. At December 31, 1984, Reed Corp. owed notes 
payable of $1,000,000 with a maturity date of April 30, 
1985. These notes did not arise from transactions in the 
normal course of business. On February 1, 1985, Reed 
issued $3,000,000 of ten-year bonds with the intention of 
using part of the bond proceeds to liquidate the $1,000,000 
of notes payable maturing in April. On March 1, 1985, 
Reed did in fact liquidate the $1,000,000 of notes payable, 
using proceeds from the bond issue. Reed’s December 31, 
1984, financial statements were issued on March 29 , 1985. 
How much of the $1,000,000 notes payable should be 
classified as long-term in Reed’s balance sheet at December 
31, 1984?
a. $0
b. $ 100,000
c. $ 900,000
d. $1,000,000
8. Among the items reported on  W ood Corp.’s income 
statement for the year ended December 31 , 1984, were the 
following:
Interest received on municipal bonds $5,000
Amortization of goodwill 9,000
Timing differences for interperiod tax allocation amount 
to
a. $0
b. $ 5,000
c. $ 9,000
d. $14,000
9. Lee Corp. uses the equity method of accounting for 
its 30% investment in the common stock of Gow Corp. 
Lee’s 1984 income statement reported investment income 
of $90,000 from Gow. During 1984 Lee received $20,000 
in dividends from Gow, which were eligible for the 85% 
dividends-received deduction for tax purposes. Assum­
ing an income tax rate of 40%, how much should Lee credit 
to deferred income taxes?
a. $0
b. $1,200
c. $4,200
d. $5,400
10. The following information pertains to equipment 
sold by Bard Co. to Kerr Co. on December 31, 1984:
Sales price $300,000
Book value 100,000
Estimated remaining economic life 20 years
Simultaneously with the sale, Bard leased back the equip­
ment for a period of 16 years. How much of the profit 
on the sale should Bard defer at December 31, 1984?
a. $200,000
b. $ 12,500
c. $ 10,000
d. $0
11. The following information pertains to material X 
which is used by Sage Co.:
Annual usage in units 20,000
Working days per year 250
Safety stock in units 800
Normal lead time in working days 30
Units of material X will be required evenly throughout 
the year. The order point is
a. 800
b. 1,600
c. 2,400
d. 3,200
12. During March 1985 Bly Co.’s Department Y 
equivalent unit product costs, computed under the 
weighted-average method, were as follows:
Materials
Conversion
Transferred-in
$1
3
5
Materials are introduced at the end of the process in 
Department Y. There were 4,000 units (40% complete as 
to conversion cost) in work-in-process at March 31 , 1985. 
The total costs assigned to the March 31, 1985, work-in­
process inventory should be
a. $36,000
b. $28,800
c. $27,200
d. $24,800
13. Oran Co. has the opportunity to invest in a two-year 
project which is expected to produce cash flows from 
operations, net of income taxes, of $100,000 in the first 
year and $200,000 in the second year. Oran requires an 
internal rate of return of 20%. The present value of $1 
for one period at 20% is 0.833 and for two periods at 20% 
is 0.694. For this project, Oran should be willing to invest 
immediately a maximum of
a. $283,300
b. $249,900
c. $222,100
d. $208,200
14. At December 3 1 , 1984, Zar Co. had a machine with 
an original cost of $84,000, accumulated depreciation of 
$60,000, and an estimated salvage value of zero. On 
December 3 1 , 1984, Zar was considering the purchase of 
a new machine having a five-year life, costing $120,000, 
and having an estimated salvage value of $20,000 at the 
end of five years. In its decision concerning the possible 
purchase of the new machine, how much should Zar con­
sider as sunk cost at December 31, 1984?
a. $120,000
b. $100,000
c. $ 24,000
d. $ 4,000
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Items 15 and 16 are based on the following data:
Kaden Corp. has two divisions — Ace and Bow. Ace 
has a job order cost system and manufactures machinery 
on special order for unrelated customers. Bow has a pro­
cess cost system and manufactures Product Zee which is 
sold to Ace as well as to unrelated companies. Ace’s work- 
in-process account at April 30, 1985, comprised the 
following:
Ace applies factory overhead at 90% of direct labor cost. 
Job No. 125, which was the only job in process at April 
30, has been charged with factory overhead of $4,500. 
Bow’s cost to manufacture Product Zee is $3.00 per unit, 
which is sold to Ace for $5.00 per unit and to unrelated 
customers for $6.00 per unit.
15. Direct materials (including transferred-in cost) 
charged to Job No. 125 amounted to
a. $ 5,000
b. $ 8,500
c. $13,500
d. $18,000
16. How much is the transfer price for Product Zee?
a. $2.00
b. $3.00
c. $5.00
d. $6.00
17. Olex Co. is considering a proposal to introduce a 
new product called Vee. An outside marketing consultant 
prepared the following probability distribution indicating 
the relative likelihood of monthly sales volume levels and 
related income (loss) for Vee:
Monthly sales 
volume
6,000
12,000
18,000
24,000
30,000
Probability
.10
.20
.40
.20
.10
Income
(loss)
$( 70,000) 
10,000 
60,000 
100,000 
140,000
If Olex decides to market Vee, the expected value of the 
added monthly income will be
a. $240,000
b. $ 60,000
c. $ 53,000
d. $ 48,000
Items 18 and 19 are based on the following data:
The following selected data pertain to Beck Co.’s 
Beam Division for 1984:
Sales
Variable costs 
Traceable fixed costs 
Average invested capital 
Imputed interest rate
$1,000,000
600,000
100,000
200,000
15%
Balance, April 1 
Direct materials (including
$ 24,000
18. How much is
transferred-in cost) 80,000 a. $100,000
Direct labor 60,000 b. $270,000
Factory overhead 54,000 c. $300,000
Transferred to finished goods (200,000) d. $330,000
19. How much is the return on investment?
a. 75%
b. 135%
c. 150%
d. 200%
20. Box Co. has developed the following regression 
equation to analyze the behavior of its maintenance costs 
(Y) as a function of machine hours (X):
Y = $12,000 + $10.50 X.
Thirty monthly observations were used to develop the 
foregoing equation. The related coefficient of determina­
tion was .90. If 1,000 machine hours are worked in one 
month, the related point estimate of total variable 
maintenance costs would be
a. $ 9,450
b. $10,500
c. $11,500
d. $22,500
Number 2 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to the federal income taxation of individuals. Use 
a soft pencil, preferably No. 2, to blacken the appropriate 
circle on the separate printed answer sheet to indicate your 
answer. The answers should be based on the Internal 
Revenue Code and Tax Regulations in effect for the tax 
period specified in the item. If no tax period is specified, 
use the current Internal Revenue Code and Tax Regula­
tions. Mark only one answer for each item. Answer all 
items. Your grade will be based on the total number of 
your correct answers.
Items to be Answered
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Items 21 and 22 are based on the following data:
Ana and Gus Hill were granted a divorce in 1984. 
They had no children. In accordance with the decree, 
which specified that payments would cease at Ana’s death, 
Gus made the following payments to Ana in 1984:
Lump-sum cash settlement 
Indefinite periodic payments
$25,000
2,100
21. How much should Ana include in her 1984 taxable 
income as alimony?
a. $0
b. $ 2,100
c. $25,000
d. $27,100
22. Gus does not itemize his deductions. How much can 
Gus deduct as alimony in his 1984 return?
a. $0
b. $ 2,100
c. $25,000
d. $27,100
Items 23 and 24 are based on the following data:
Ray Birch, age 60, is single with no dependents. 
Birch’s only income is from his occupation as a self- 
employed plumber. Birch owns the following assets used 
in his plumbing business:
Land on which a storage shack is erected 
Shack for storage of plumbing supplies
Adjusted
basis
$ 3,000 
12,000
23. Birch must file a return for 1985 if his net earnings 
from self-employment are at least
a. $ 400
b. $1,000
c. $2,300
d. $3,300
24. The capital assets used by Birch in his business 
amount to
a. $0
b. $ 3,000
c. $12,000
d. $15,000
Items 25 through 29 are based on the following data:
Emil and Judy Ryan are married and file a joint 
return. They have no children. Emil is 68 and Judy is 60. 
They contribute over half of the support for Judy’s 
mother, Cora, age 85, who earned $800 from baby sitting 
jobs and received $1,900 in social security benefits during 
1984. Cora lives alone in her own apartment.
Emil earned a salary of $60,000 in 1984 from his job 
at Korma Corp., where Emil is covered by his employer’s 
pension plan. Judy, who worked part-time in 1984 and 
earned $1,000, is not covered by an employer’s pension 
plan. Other items received jointly by Emil and Judy in 
1984 were as follows:
Life insurance proceeds on the death of an 
unrelated friend $8,000
Interest on income tax refund 100
Interest on life insurance policy’s 
accumulated dividends 300
Dividends on stock of a Swiss corporation 500
Dividend on life insurance policy 200
25. How many exemptions should be claimed by the 
Ryans for 1984?
a. Two
b. Three
c. Four
d. Five
26. The Ryans do not itemize their deductions. How 
much can they contribute to IRAs in order to take 
advantage of their maximum allowable deduction for 
IRAs in their 1984 return?
a. $0
b. $1,000
c. $2,250
d. $3,000
27. How much of the life insurance proceeds should 
be reported by the Ryans in their 1984 return?
a. $0
b. $3,000
c. $5,000
d. $8,000
28. How much interest income should be reported by 
the Ryans in their 1984 return?
a. $0
b. $100
c. $300
d. $400
29. How much of the dividends are reportable by the 
Ryans in their 1984 return?
a. $0
b. $200
c. $500
d. $700
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30. Sara Hance, who is single and lives alone in Idaho, 
has no income of her own and is supported in full by the 
following persons:
Amount Percent
o f o f
support total
Alma (an unrelated friend) $2,400 48
Ben (Sara’s brother) 2,150 43
Carl (Sara’s son) 450 9
$5,000 100
Under a multiple support agreement, Sara’s dependency 
exemption can be claimed by
a. No one.
b. Alma.
c. Ben.
d. Carl.
31. The following information pertains to Nat Krug, a 
cash basis sole proprietor, for the year ended December 
31, 1984:
Gross receipts from business $120,000
Dividend income from personal 
investments 800
Cost of goods sold 60,000
Other business operating expenses 12,000
State business taxes 1,200
Federal self-employment tax 4,271
Items 33 through 36 are based on the following data:
Bart Sheen, who is single, itemizes his deductions. 
The following were among Bart’s cash expenditures dur­
ing 1984:
Interest on bank loan to purchase taxable 
securities $1,000
Finance charges on a revolving charge 
account at a department store, based on 
monthly unpaid balances 400
Fourth quarter 1983 estimated state 
income tax 1,200
City real estate taxes on property owned 
by Bart and leased to a tenant 3,000
Charitable contributions 5,000
Contribution to candidate for public office 200
33. How much is Bart’s zero bracket amount?
a. $3,400
b. $2,300
c. $1,700
d. $1,000
34. How much interest expense should Bart include in 
his schedule of itemized deductions for 1984?
a. $0
b. $ 400
c. $1,000
d. $1,400
For the year ended December 31 , 1984, how much should 
Krug report as net earnings from self-employment?
a. $42,529
b. $46,800
c. $47,600
d. $48,000
35. How much should Bart include as taxes in his 
schedule of itemized deductions for 1984?
a. $0
b. $1,200
c. $3,000
d. $4,200
32. The following information pertains to the acquisi­
tion of a six-wheel truck by Sol Barr, a self-employed 
contractor:
Cost of original truck traded in $20,000 
Book value of original truck at 
trade-in date 4,000
List price of new truck 25,000
Trade-in allowance for old truck 6,000
Business use of both trucks 100%
A reduced regular investment tax credit was elected in lieu 
of reducing the basis of the new truck. The new truck will 
be depreciated as 3-year ACRS property. The basis of the 
new truck is
a. $27,000
b. $25,000
c. $23,000
d. $19,000
36. How much should Bart include for political contribu­
tions in his schedule of itemized deductions for 1984?
a. $0
b. $ 50
c. $100
d. $200
37. On July 1, 1980, Lila Perl paid $90,000 for 450 
shares of Janis Corp. common stock. Lila received a non- 
taxable stock dividend of 50 new common shares in 
December 1981. On December 2 0 , 1984, Lila sold the 50 
new shares for $11,000. How much should Lila report in 
her 1984 return as long-term capital gain, before the capital 
gain deduction?
a. $0
b. $ 1,000
c. $ 2,000
d. $11,000
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Items 38 through 40 are based on the following data;
On July 1, 1984, Kim Wald sold an antique for 
$15,000 that she had bought for her personal use in 1981 
at a cost of $12,000. Also on July 1, 1984, Kim sold 100 
shares of Ral Corp. stock. Kim had received this stock 
on March 1, 1984, as a bequest from the estate of John 
Wolf who died on January 2, 1984, when this stock had 
a fair market value of $8,000. The executor of John’s estate 
did not elect the alternate valuation. John had bought this 
stock in 1970 for $1,000.
38. In her 1984 return, Kim should treat the sale of the 
antique as a transaction resulting in
a. No taxable gain.
b. Ordinary income.
c. Short-term capital gain.
d. Long-term capital gain.
39. Kim’s basis for the 100 shares of Ral stock was
a. $0
b. $ 1,000
c. $ 8,000
d. $10,000
40. Kim’s holding period for the 100 shares of Ral 
stock was
a. Long-term.
b. Short-term.
c. Long-term if sold at a gain; short-term if sold 
at a loss.
d. Short-term if sold at a gain; long-term if sold 
at a loss.
41. To qualify for tax-free incorporation, a sole pro­
prietor must be in control of the transferee corporation 
immediately after the exchange of the proprietorship’s 
assets for the corporation’s stock. “ Control” for this pur­
pose means ownership of stock amounting to at least
a. 50.00%
b. 51.00%
c. 66.67%
d. 80.00%
42. Lark Corp. and its wholly-owned subsidiary, Day 
Corp., both operated on a calendar year. In January 1984 
Day adopted a plan of complete liquidation. Two months 
later, Day paid all of its liabilities and distributed its re­
maining assets to Lark. These assets consisted of the 
following:
Cash
Land (at cost)
$50,000
10,000
Fair market value of the land was $30,000. Upon distribu­
tion of Day’s assets to Lark, all of Day’s capital stock was 
cancelled. Lark’s basis for the Day stock was $7,000. 
Lark’s recognized gain in 1984 on receipt of Day’s assets 
in liquidation was
a. $0
b. $50,000
c. $53,000
d. $73,000
43. The accumulated earnings tax
a . Depends on a stock ownership test based on the 
number of stockholders.
b. Can be avoided by sufficient dividend 
distributions.
c. Is computed by the filing of a separate schedule 
along with the corporation’s regular tax return.
d . Is imposed when the entity is classified as a per­
sonal holding company.
Number 3 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of corpora­
tions and partnerships. Use a soft pencil, preferably No. 
2, to blacken the appropriate circle on the separate 
printed answer sheet to indicate your answer. The 
answers should be based on the Internal Revenue 
Code and Tax Regulations in effect for the tax period 
specified in the item. If no tax period is specified, use 
the current Internal Revenue Code and Tax Regula­
tions. Mark only one answer for each item. Answer all 
items. Your grade will be based on the total number of 
your correct answers.
Items to be Answered
44. Where passive investment income is involved, the 
personal holding company tax may be imposed
a. On both partnerships and corporations.
b . On companies whose gross income arises solely 
from rentals, if the lessors render no services to 
the lessees.
c. If more than 50% of the company is owned by 
five or fewer individuals.
d. On small business investment companies 
licensed by the Small Business Administration.
45. The filing of consolidated returns is available only to
a. Brother-sister corporations.
b. Parent-subsidiary affiliated groups.
c. Corporations that formally request advance per­
mission from the IRS.
d. Corporations that issue their financial 
statements on a consolidated basis.
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Items 46 through 52 are based on the following data:
Aki Corp., which was organized on January 2 ,  1981, 
had a book income of $500,000 for the year ended 
December 31, 1984. The following information was 
recorded in Aki’s books and records during 1984:
Sale of treasury stock to unrelated broker:
Proceeds received $100,000
Cost 70,000
Par value 5,000
Dividends received from unaffiliated 
taxable domestic corporations 3,000
Long-term capital gains on sale of stock 
of unrelated corporations 12,000
Short-term capital losses on sale of stock 
of unrelated corporations 30,000
Sale of land (used in business) to 
Max Carr, who owns 55% of Aki’s 
outstanding stock, but is neither an 
officer nor a director of Aki:
Sales price to Carr 40,000
Adjusted basis to Aki 44,000
Insurance premiums paid on policy insuring 
the life of Luke Ross, Aki’s president 
(Aki is beneficiary of policy) 9,000
Cash dividends paid on outstanding 10% 
cumulative preferred stock 20,000
Interest paid to Ira Farb, who owns 1 % 
of Aki’s outstanding stock and is one of 
Aki’s directors (Aki has a note payable 
to Farb for $60,000 borrowed from Farb 
in 1983 at 10% interest) 6,000
Amortization of organizational 
expenditures being written off over 
a 10-year period for financial statement 
purposes 1,000
46. How much capital gain should Aki report in its 1984 
return on the sale of treasury stock?
a. $0
b. $ 5,000
c. $30,000
d. $95,000
47. Assuming that Aki has no portfolio indebtedness, 
how much is Aki’s dividends-received deduction for 1984?
a. $0
b. $ 450
c. $2,100
d. $2,550
48. How much net capital loss can Aki deduct in its 1984 
return on the sales of stock of unrelated corporations?
a. $0
b. $ 7,200
c. $18,000
d. $24,000
49. What is the allowable loss that Aki can claim in its 
1984 return for the sale of land to Max Carr?
a. $4,000 Section 1231 loss.
b. $4,000 Section 1245 loss.
c. $4,000 Section 1250 loss.
d. $0.
50. How much can Aki deduct in its 1984 return for the 
insurance premiums paid on the policy insuring the life 
of Luke Ross?
a. $0
b. $4,000
c. $5,000
d. $9,000
51. How much can Aki deduct in its 1984 return for the
dividends paid to preferred stockholders and for the in­
terest paid to Ira Farb?
a. $0
b. $ 6,000
c. $20,000
d. $26,000
52. Aki is writing off its organizational expenditures over 
the minimum allowable period for tax purposes. How 
much can Aki deduct in its 1984 return for amortization 
of organizational expenditures?
a. $1,000
b. $1,500
c. $2,000
d. $3,000
53. The following information pertains to Peel Corp.:
$15,000
18,000
Accumulated earnings and profits at 
January 1, 1984
Earnings and profits for the year ended 
December 31, 1984
Dividends distributed to individual share­
holders during 1984 52,500
How much of the dividends are taxable as dividend 
income to Peel’s shareholders in 1984 before any available 
exclusions?
a. $15,000
b. $18,000
c. $33,000
d. $52,500
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54. Pursuant to a plan of corporate reorganization 
adopted in 1984, Myra Eber exchanged 1,000 shares of 
Faro Corp. common stock that she had purchased for 
$75,000, for 1,800 shares of Judd Corp. common stock 
having a fair market value of $86,000. As a result of this 
exchange, Eber’s recognized gain and her basis in the Judd 
stock should be
Recognized
gain Basis
a. $11,000 $86,000
b. $11,000 $75,000
c. $0 $86,000
d. $0 $75,000
55. For the year ended December 31, 1984, Elk Inc., 
an S corporation, had net income per books of $54,000, 
which included $45,000 from operations and a $9,000 net
long-term capital gain. During 1984, $22,500 was
distributed to Elk’s three equal stockholders, all of whom 
are on a calendar-year basis. On what amounts should Elk 
compute its income and capital gain taxes?
Ordinary Long-term
income capital gain
a. $31,500 $0
b. $22,500 $0
c. $0 $9,000
d. $0 $0
56. On October 1, 1984, Adam Krol received a 10% 
interest in the capital of Fine & Co., a partnership, for 
past services rendered. Fine’s net assets at October 1 had 
a basis of $140,000 and a fair market value of $200,000. 
How much ordinary income should Adam include in his 
1984 return for the partnership interest transferred to him 
by the other partners?
a. $20,000
b. $14,000
c. $ 6,000
d. $0
58. The following information pertains to land con­
tributed by Earl Mott for a 50% interest in a new 
partnership:
Adjusted basis to Mott $50,000
Fair market value 90,000
Mortgage assumed by partnership 10,000
M ott’s basis for his partnership interest is
a. $40,000
b. $45,000
c. $55,000
d. $80,000
59. Kay Shea owns an 85% interest in the capital and 
profits of Admor Antiques, a partnership. In 1984 Kay 
sold an oriental lamp to Admor for $5,000. Kay bought 
this lamp in 1970 for her personal use at a cost of $1,000 
and had used the lamp continuously in her home until the 
lamp was sold to Admor. Admor purchased the lamp 
as inventory for sale to customers in the ordinary course 
of business. What is Kay’s reportable gain in 1984 on the 
sale of the lamp to Admor?
a. $4,000 ordinary income.
b. $4,000 long-term capital gain.
c. $3,400 ordinary income.
d. $3,400 long-term capital gain.
60. Ted King’s adjusted basis for his partnership interest 
in Troy Company was $24,000. In complete liquidation 
of his interest in Troy, King received cash of $4,000 and 
realty having a fair market value of $40,000. Troy’s ad­
justed basis for this realty was $15,000. King’s basis for 
the realty is
a. $ 9,000
b. $15,000
c. $16,000
d. $20,000
57. Hall and Haig are equal partners in the firm of Arosa 
Associates. On January 1 ,  1984, each partner’s adjusted 
basis in Arosa was $40,000. During 1984 Arosa borrowed 
$60,000, for which Hall and Haig are personally liable. 
Arosa sustained an operating loss of $10,000 for the year 
ended December 31, 1984. The basis of each partner’s 
interest in Arosa at December 31, 1984, was
a. $35,000
b. $40,000
c. $65,000
d. $70,000
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Mayne Manufacturing Co. has incurred substantial losses for several years, and has become insolvent. On March 31, 
1985, Mayne petitioned the court for protection from creditors, and submitted the following statement of financial position:
Mayne Manufacturing Co.
STATEMENT OF FINANCIAL POSITION
March 31, 1985
Accounting Practice —  Part II
Book Liquidation
Assets:
value value
Accounts receivable $100,000 $ 50,000
Inventories 90,000 40,000
Plant and equipment 150,000 160,000
Totals $340,000 $250,000
Liabilities and Stockholders' Equity:
Accounts payable — general creditors $600,000
Common stock outstanding 60,000
Deficit (320,000)
Total $340,000
Mayne’s management informed the court that the company has developed a new product, and that a prospective customer 
is willing to sign a contract for the purchase of 10,000 units of this product during the year ending March 31, 1986, 12,000 
units of this product during the year ending March 3 1 , 1987, and 15,000 units of this product during the year ending March 
3 1 , 1988, at a price of $90 per unit. This product can be manufactured using Mayne’s present facilities. Monthly production 
with immediate delivery is expected to be uniform within each year. Receivables are expected to be collected during the calendar 
month following sales.
Unit production costs of the new product are expected to be as follows:
Direct materials 
Direct labor 
Variable overhead
$20
30
10
Fixed costs (excluding depreciation) will amount to $130,000 per year.
Purchases of direct materials will be paid during the calendar month following purchase. Fixed costs, direct labor, and 
variable overhead will be paid as incurred. Inventory of direct materials will be equal to 60 days’ usage. After the first month 
of operations, 30 days’ usage of direct materials will be ordered each month.
The general creditors have agreed to reduce their total claims to 60% of their March 3 1 , 1985 balances, under the follow­
ing conditions:
• Existing accounts receivable and inventories are to be liquidated immediately, with the proceeds turned over to the 
general creditors.
• The balance of reduced accounts payable is to be paid as cash is generated from future operations, but in no event 
later than March 31, 1987. No interest will be paid on these obligations.
Under this proposed plan, the general creditors would receive $110,000 more than the current liquidation value of Mayne’s 
assets. The court has engaged you to determine the feasibility of this plan.
Required:
Ignoring any need to borrow and repay short-term funds for working capital purposes, prepare a cash budget for the 
years ending March 31, 1986 and 1987, showing the cash expected to be available to pay the claims of the general creditors, 
payments to general creditors, and the cash remaining after payment of claims.
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Following are the adjusted current funds trial balances of Community Association for Handicapped Children, a volun­
tary health and welfare organization, at June 30, 1984:
Community Association For Handicapped Children 
ADJUSTED CURRENT FUNDS TRIAL BALANCES 
June 30, 1984
Examination Questions —  May 1985
Unrestricted
Dr. Cr.
Cash
Bequest receivable 
Pledges receivable 
Accrued interest receivable 
Investments (at cost, which 
approximates market)
$ 40,000
12,000
1,000
100,000
Restricted
Dr.
$ 9,000 
5,000
Cr.
Accounts payable and accrued expenses $ 50,000 $ 1,000
Deferred revenue 2,000
Allowance for uncollectible pledges 3,000
Fund balances, July 1, 1983:
Designated 12,000
Undesignated 26,000
Restricted 3,000
Transfers of endowment fund income 20,000
Contributions 300,000 15,000
Membership dues 25,000
Program service fees 30,000
Investment income 10,000
Deaf children’s program 120,000
Blind children’s program 150,000
Management and general services 45,000 4,000
Fund-raising services 8,000 1,000
Provision for uncollectible pledges 2,000
$478,000 $478,000 $19,000 $19,000
Required:
a. Prepare a statement of support, revenue, and expenses and changes in fund balances, separately presenting each 
current fund, for the year ended June 30, 1984.
b. Prepare a balance sheet separately presenting each current fund as of June 30, 1984,
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EXAMINATION IN AUDITING
May 9, 1985; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
90 n o
15 25
15 25
15 25
15 25
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com-
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all fixed assets acquired during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex­
isting internal accounting control.
d. Count client petty cash funds.
Answer Sheet
96.  
Items to be Answered
1. Smith Corporation has numerous customers. A 
customer file is kept on disk storage. Each customer file 
contains name, address, credit limit, and account balance. 
The auditor wishes to test this file to determine whether 
credit limits are being exceeded. The best procedure for 
the auditor to follow would be to
a. Develop test data that would cause some ac­
count balances to exceed the credit limit and 
determine if the system properly detects such 
situations.
b. Develop a program to compare credit limits 
with account balances and print out the details 
of any account with a balance exceeding its 
credit limit.
c. Request a printout of all account balances so 
they can be manually checked against the credit 
limits.
d. Request a printout of a sample of account 
balances so they can be individually checked 
against the credit limits.
2. When management refuses to disclose illegal ac­
tivities which were identified by the independent auditor, 
the independent auditor may be charged with violating 
the AICPA Code of Professional Ethics for
a. Issuing a disclaimer of opinion.
b. Withdrawing from the engagement.
c. Failure to uncover the illegal activities during 
prior audits.
d. Reporting these activities to the audit com­
mittee.
3. Prior to the acceptance of an audit engagement with 
a client who has terminated the services of the predecessor 
auditor, the CPA should
a. Contact the predecessor auditor without advis­
ing the prospective client and request a com­
plete report of the circumstance leading to the 
termination with the understanding that all in­
formation disclosed will be kept confidential.
b. Accept the engagement without contacting the 
predecessor auditor since the CPA can include 
audit procedures to verify the reason given by 
the client for the termination.
c. Not communicate with the predecessor auditor 
because this would in effect be asking the 
auditor to violate the confidential relationship 
between auditor and client.
d. Advise the client of the intention to contact the 
predecessor auditor and request permission for 
the contact.
4. In which of the following reports should a CPA not 
express negative or limited assurance?
a. A standard compilation report on financial 
statements of a nonpublic entity.
b. A standard review report on financial 
statements of a nonpublic entity.
c. A standard review report on interim financial 
statements of a public entity.
d. A standard comfort letter on financial infor­
mation included in a registration statement of 
a public entity.
5. In general, a material internal accounting control 
weakness may be defined as a condition in which material 
errors or irregularities may occur and not be detected 
within a timely period by
a. An independent auditor during the compliance 
test phase of the study and evaluation of inter­
nal accounting control procedures.
b. Employees in the normal course of performing 
their assigned functions.
c. Management when reviewing interim financial 
statements and reconciling account balances.
d. Outside consultants who issue a special-purpose 
report on internal control.
6. In which of the following situations would the 
auditor appropriately issue a report that contains the stan­
dard phrase concerning consistency?
a. A change in the method of accounting for 
specific subsidiaries that comprise the group of 
companies for which consolidated statements 
are presented.
b. A change from an accounting principle that is 
not generally accepted to one that is generally 
accepted.
c. A change in the percentage used to calculate the 
provision for warranty expense.
d. Correction of a mistake in the application of 
a generally accepted accounting principle.
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7. Internal accounting controls are not designed to pro­
vide reasonable assurance that
a. Transactions are executed in accordance with 
management’s authorization.
b. Irregularities will be eliminated.
c. Access to assets is permitted only in accordance 
with management’s authorization.
d. The recorded accountability for assets is com­
pared with the existing assets at reasonable 
intervals.
12. A CPA’s report on a forecast should include all of 
the following except
a. A description of what the forecast information 
is intended to represent.
b. A caveat as to the ultimate attainment of the 
forecasted results.
c. A statement that the CPA assumes no respon­
sibility to update the report for events occur­
ring after the date of the report.
d. An opinion as to whether the forecast is fairly 
presented.
8. Which of the following is required for a CPA part­
nership to designate itself “ Member of the American 
Institute of Certified Public Accountants’’ on its 
letterhead?
a. All partners must be members.
b. The partners whose names appear in the firm 
name must be members.
c. At least one of the partners must be a member.
d. The firm must be a dues paying member.
9. Which one of the following would the auditor con­
sider to be an incompatible operation if the cashier 
receives remittances from the mailroom?
a. The cashier posts the receipts to the accounts 
receivable subsidiary ledger cards.
b. The cashier makes the daily deposit at a local 
bank.
c. The cashier prepares the daily deposit.
d. The cashier endorses the checks.
10. Which of the following is intended to detect 
deviations from prescribed Accounting Department 
procedures?
a. Substantive tests specified by a standardized 
audit program.
b. Compliance tests designed specifically for the 
client.
c. Analytical review tests as designed in the in­
dustry audit guide.
d. Computerized analytical tests tailored for the 
configuration of EDP equipment in use.
11. Compiled financial statements should be accom­
panied by a report stating all of the following except
a. The accountant does not express an opinion or 
any other form of assurance on them.
b. A compilation has been performed.
c. A compilation is limited to presenting in the 
form of financial statements information that 
is the representation of management.
d. A compilation consists principally of inquiries 
of company personnel and analytical procedures 
applied to financial data.
13. An auditor accepted an engagement to audit the 1984 
financial statements of EFG Corporation and began the 
field work on September 3 0 , 1984. EFG gave the auditor 
the 1984 financial statements on January 17, 1985. The 
auditor completed the field work on February 10, 1985 
and delivered the report on February 16, 1985. The client’s 
representation letter normally would be dated
a. December 31, 1984.
b. January 17, 1985.
c. February 10, 1985.
d. February 16, 1985.
14. When auditing a public entity’s financial statements 
that include segment information, the auditor should
a . Make certain the segment information is labeled 
unaudited and determine that the information 
is consistent with audited information.
b . Make certain the segment information is labeled 
unaudited and perform only analytical review 
procedures on the segment information.
c. Audit the segment information and, if the in­
formation is adequate and in conformity with 
GAAP, do not make reference to the segment 
information in the auditor’s report.
d. Audit the segment information and, if the in­
formation is adequate and in conformity with 
GAAP, refer to the segment information in the 
auditor’s report.
15. When reporting on financial statements prepared on 
a comprehensive basis of accounting other than generally 
accepted accounting principles, the independent auditor 
should include in the report a paragraph that
a. States that the financial statements are not in­
tended to be in conformity with generally ac­
cepted accounting principles.
b. States that the financial statements are not in­
tended to have been examined in accordance 
with generally accepted auditing standards.
c. Refers to the authoritative pronouncements that 
explain the comprehensive basis of accounting 
being used.
d. Justifies the comprehensive basis of accounting 
being used.
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16. The auditors did not observe the taking of begin­
ning physical inventory and were unable to satisfy 
themselves as to the inventory by means of other auditing 
procedures. Assuming no other scope limitations or 
reporting problems, the auditor could issue an unqualified 
opinion on the current year’s financial statements with 
respect to
a. All of the financial statements.
b . The statement of changes in financial position.
c. The income statement.
d. The balance sheet.
17. A client company has not paid its 1983 audit fees. 
According to the AICPA Code of Professional Ethics, 
for the auditor to be considered independent with respect 
to the 1984 audit, the 1983 audit fees must be paid before 
the
a. 1983 report is issued.
b. 1984 fieldwork is started.
c. 1984 report is issued.
d. 1985 fieldwork is started.
18. A CPA firm’s personnel partner periodically studies 
the CPA firm’s personnel advancement experience to 
ascertain whether individuals meeting stated criteria are 
assigned increased degrees of responsibility. This is 
evidence of the CPA firm’s adherence to prescribed stan­
dards of
a. Quality control.
b. Due professional care.
c. Supervision and review.
d. Fieldwork.
19. An auditor who believes that a material irregularity 
may exist should initially
a. Discuss the matter with those believed to be in­
volved in the perpetration of the material 
irregularity.
b. Discuss the matter with a higher level of 
management.
c. Withdraw from the engagement.
d. Consult legal counsel.
21. A study and evaluation of internal accounting con­
trol made in connection with an annual audit is usually 
not sufficient to express an opinion on an entity’s inter­
nal accounting control because
a. Weaknesses in the system may go unnoticed dur­
ing the audit engagement.
b. A study and evaluation of internal control is not 
necessarily made during an audit engagement.
c. Only those controls on which an auditor intends 
to rely are reviewed, tested, and evaluated.
d. Internal accounting controls can change each 
year.
22. To provide for the greatest degree of independence 
in performing internal auditing functions, an internal 
auditor most likely should report to the
a. Financial vice-president.
b. Corporate controller.
c. Board of directors.
d. Corporate stockholders.
23. An underlying feature of random-based selection of 
items is that each
a. Stratum of the accounting population be given 
equal representation in the sample.
b . Item in the accounting population be randomly 
ordered.
c. Item in the accounting population should have 
an opportunity to be selected.
d. Item must be systematically selected using 
replacement.
24. Which of the following is an example of a check 
digit?
a. An agreement of the total number of employees 
to the total number of checks printed by the 
computer.
b . An algebraically determined number produced 
by the other digits of the employee number.
c. A logic test that ensures all employee numbers 
are nine digits.
d. A limit check that an employee’s hours do not 
exceed 50 hours per work week.
20. A CPA should not undertake a management ad­
visory service engagement that includes continued par­
ticipation through implementation, unless
a. Upon implementation a new study and evalua­
tion of the system of internal control is 
performed.
b . Upon implementation the client’s personnel will 
have the knowledge and ability to adequately 
maintain and operate such systems as may be 
involved.
c. The CPA accepts overall responsibility for im­
plementation of the chosen course of action.
d. The CPA acquires an overall knowledge of the 
client’s business that is equivalent to that 
possessed by management.
25. Which of the following activities would most likely 
be performed in the EDP department?
a. Initiation of changes to master records.
b . Conversion of information to machine-readable 
form.
c. Correction of transactional errors.
d. Initiation of changes to existing applications.
26. For control purposes, which of the following should 
be organizationally segregated from the computer opera­
tions function?
a. Data conversion.
b. Surveillance of CRT messages.
c. Systems development.
d. Minor maintenance according to a schedule.
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27. Due professional care requires
a . A critical review of the work done at every level 
of supervision.
b. The examination of all corroborating evidence 
available.
c. The exercise of error-free judgment.
d. A study and review of internal accounting con­
trol that includes compliance tests.
28. The first general standard requires that the examina­
tion of financial statements is to be performed by a 
person or persons having adequate technical training and
a. Independence with respect to the financial 
statements and supplementary disclosures.
b. Exercising professional care as judged by peer 
reviewers.
c. Proficiency as an auditor which likely has been 
acquired from previous experience.
d. Objectivity as an auditor as verified by proper 
supervision.
29. To gather evidence regarding the balance per bank 
in a bank reconciliation, an auditor would examine all of 
the following except
a. Cutoff bank statement.
b. Year-end bank statement.
c. Bank confirmation.
d. General ledger.
30. Which of the following would be least likely to 
suggest to an auditor that the client’s management may 
have overridden the internal control system?
a. There are numerous delays in preparing timely 
internal financial reports.
b. Management does not correct internal control 
weaknesses that it knows about.
c. Differences are always disclosed on a computer 
exception report.
d. There have been two new controllers this year.
31. When an auditor tests a computerized accounting 
system, which of the following is true of the test data 
approach?
a. Test data are processed by the client’s computer 
programs under the auditor’s control.
b. Test data must consist of all possible valid and 
invalid conditions.
c. Testing a program at year end provides 
assurance that the client’s processing was ac­
curate for the full year.
d . Several transactions of each type must be tested.
32. Doe, an independent auditor, was engaged to per­
form an examination of the financial statements of Ally 
Incorporated one month after its fiscal year had ended. 
Although the inventory count was not observed by Doe, 
and accounts receivable were not confirmed by direct com­
munication with debtors, Doe was able to gain satisfac­
tion by applying alternative auditing procedures. Doe’s 
auditor’s report will probably contain
a. A standard unqualified opinion.
An unqualified opinion and an explanatory 
middle paragraph.
Either a qualified opinion or a disclaimer of 
opinion.
An “ except for’’ qualification.
b.
c.
d.
33. Comparative financial statements include the 
financial statements of a prior period which were examined 
by a predecessor auditor, whose report is not presented. 
If the predecessor auditor’s report was qualified, the suc­
cessor auditor must
a. Express an opinion on the current year 
statements alone and make no reference to the 
prior year statements.
b . Issue a standard short-form comparative report 
indicating the division of responsibility.
c. Obtain written approval from the predecessor 
auditor to include the prior year’s financial 
statements.
d. Disclose the reasons for any qualification in­
cluded in the predecessor auditor’s opinion.
34. When an accountant is not independent, the accoun­
tant is precluded from issuing a
a. Compilation report.
b . Review report.
c. Management advisory report.
d. Tax planning report.
35. In performing compliance testing, the auditor will 
normally find that
a. The level of risk is directly proportionate to the 
rate of error.
b . The rate of deviations in the sample exceeds the 
rate of error in the accounting records.
c. The rate of error in the sample exceeds the rate 
of deviations.
d. All unexamined items result in errors in the ac­
counting records.
36. When financial statements are presented that are not 
in conformity with generally accepted accounting prin­
ciples an auditor may issue a(an)
“Except fo r ” 
opinion
Disclaimer 
o f an opinion
a. Yes No
b. Yes Yes
c. No Yes
d. No No
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37. Inquiry of the entity’s personnel and analytical pro­
cedures are the primary bases for the issuance of a(an)
a . Compilation report on financial statements for 
a nonpublic company in its first year of 
operations.
b. Auditor’s report on financial statements sup­
plemented with price level information.
c. Review report on comparative financial 
statements for a nonpublic company in its se­
cond year of operations.
d . Management advisory report prepared at the re­
quest of the client’s audit committee.
38. The accounts payable department receives the pur­
chase order form to accomplish all of the following except
a . Compare invoice price to purchase order price.
b. Ensure the purchase had been properly 
authorized.
c. Ensure the goods had been received by the party 
requesting the goods.
d. Compare quantity ordered to quantity 
purchased.
39. Two months before year end the bookkeeper er­
roneously recorded the receipt of a long-term bank loan 
by a debit to cash and a credit to sales. Which of the follow­
ing is the most effective procedure for detecting this type 
of error?
a. Analyze the notes payable journal.
b. Analyze bank confirmation information.
c. Prepare a year-end bank reconciliation.
d. Prepare a year-end bank transfer schedule.
40. Which of the following internal accounting control 
procedures could best prevent direct labor from being 
charged to manufacturing overhead?
a. Comparison of daily journal entries with factory 
labor summary.
b. Examination of routing tickets from finished 
goods on delivery.
c. Reconciliation of work in process inventory with 
cost records.
d . Recomputation of direct labor based on inspec­
tion of time cards.
41. After the auditor has prepared a flowchart of the 
internal accounting controls surrounding sales and 
evaluated the design of the system, the auditor would per­
form compliance tests on all internal accounting control 
procedures
a. Documented in the flowchart.
b. Considered to be weaknesses that might allow 
errors to enter the accounting system.
c. Considered to be strengths that the auditor plans 
to rely on.
d. That would aid in preventing irregularities.
42. If management chooses to place supplementary in­
formation required by the FASB in footnotes attached to 
the financial statements, this information should be clearly 
marked as
a. Unaudited.
b. Supplementary information required by the 
FASB.
c. Disclosures required by the FASB.
d . Audited financial data required by generally ac­
cepted accounting principles.
43. Where a reasonable basis exists for omission of an 
answer to an applicable question on a tax return
a. The question may be ignored.
b. A brief explanation of the reason for the omis­
sion should be provided.
c. The question should be marked as non- 
applicable.
d . A note should be provided which states that the 
answer will be provided if the information is 
requested.
44. The management of a client company believes that 
the statement of changes in financial position is not a useful 
document and refuses to include one in the annual report 
to stockholders. As a result of this circumstance, the 
auditor’s opinion should be
a. Qualified due to inadequate disclosure.
b. Qualified due to a scope limitation.
c. Adverse.
d. Unqualified.
45. An auditor would issue an adverse opinion if
a. The audit was begun by other independent 
auditors who withdrew from the engagement.
b. A qualified opinion can not be given because 
the auditor lacks independence.
c. The restriction on the scope of the audit was 
significant.
d. The statements taken as a whole do not fairly 
present the financial condition and results of 
operations of the company.
46. In using the work of a specialist, an understanding 
should exist among the auditor, the client, and the 
specialist as to the nature of the work to be performed 
by the specialist. Preferably, the understanding should 
be documented and would include all of the following, 
except
a. The objectives and scope of the specialist’s 
work.
b . The specialist’s representations as to his relation­
ship, if any, to the client.
c. The specialist’s understanding of the auditor’s 
corroborative use of the specialist’s findings in 
relation to the representations in the financial 
statements.
d. A statement that the methods or assumptions 
to be used are not inconsistent with those used 
by the client.
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47. When perpetual inventory records are maintained 
in quantities and in dollars, and internal accounting con­
trol over inventory is weak, the auditor would probably
a. Want the client to schedule the physical inven­
tory count at the end of the year.
b . Insist that the client perform physical counts of 
inventory items several times during the year.
c. Increase the extent of tests for unrecorded 
liabilities at the end of the year.
d. Have to disclaim an opinion on the income 
statement for that year.
48. Which one of the following is not a pronouncement 
of an authoritative body designated by the AICPA 
Council to establish accounting principles, pursuant to 
the AICPA Code of Professional Ethics?
a. AICPA Statements of Position.
b . AICPA Accounting Principles Board Opinions.
c. FASB Interpretations.
d. FASB Statements of Financial Accounting 
Standards.
49. Early appointment of the auditor enables preliminary 
work to be performed by the auditor which benefits the 
client in that it permits the examination to be performed in
a. A more efficient manner.
b. A more thorough manner.
c. Accordance with quality control standards.
d. Accordance with generally accepted auditing 
standards.
52. To determine whether the system of internal account­
ing control operated effectively to minimize errors of 
failure to invoice a shipment, the auditor would select a 
sample of transactions from the population represented 
by the
a. Customer order file.
b. Bill of lading file.
c. Subsidiary customer accounts ledger.
d. Sales invoice file.
53. To strengthen internal accounting control over the 
custody of heavy mobile equipment, the client would most 
likely institute a policy requiring a periodic
a. Increase in insurance coverage.
b . Inspection of equipment and reconciliation with 
accounting records.
c. Verification of liens, pledges, and collat­
eralizations.
d. Accounting for work orders.
54. During the audit the independent auditor identified 
the existence of a material weakness in the client’s system 
of internal accounting controls and orally communicated 
this finding to the client’s senior management and audit 
committee. The auditor should
a. Consider the material weakness a scope limita­
tion and therefore disclaim an opinion.
b . Document the matter in the working papers and 
consider the effects of the weakness on the audit.
c. Suspend all audit activities pending directions 
from the client’s audit committee.
d. Withdraw from the engagement.
50. Even in circumstances where disclosure on a tax 
return is not required, the CPA may choose to make a 
disclosure. Such choice may not be made if the intent is to
a. Avoid preparer negligence penalties.
b. Avoid allegations of fraud.
c. Invalidate the preparer’s declaration.
d . Disclose a position that might be viewed as con­
trary to the Internal Revenue Code.
55. When an independent audit report is incorporated 
by reference in an SEC registration statement, a prospec­
tus that includes a statement about the independent 
accountant’s involvement should refer to the independent 
accountant as
a. Auditor of the financial reports.
b. Management’s designate before the SEC.
c. Certified preparer of the report.
d. Expert in auditing and accounting.
51. A client erroneously recorded a large purchase twice. 
Which of the following internal accounting control 
measures would be most likely to detect this error in a time­
ly and efficient manner?
a. Footing the purchases journal.
b. Reconciling vendors’ monthly statements with 
subsidiary payable ledger accounts.
c . Tracing totals from the purchases journal to the 
ledger accounts.
d. Sending written quarterly confirmations to all 
vendors.
56. Which of the following statements regarding the 
audit of negotiable notes receivable is not correct?
a. Confirmation from the debtor is an acceptable 
alternative to inspection.
b. Materiality of the amount involved is a factor 
considered when selecting the accounts to be 
confirmed.
c. Physical inspection of a note by the auditor does 
not provide conclusive evidence.
d . Notes receivable discounted with recourse need 
to be confirmed.
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57. The audit procedure of analyzing the repairs and 
maintenance accounts is primarily designed to provide 
evidence in support of the audit proposition that all
a. Expenditures for fixed assets have been record­
ed in the proper period.
b. Capital expenditures have been properly 
authorized.
c. Noncapitalizable expenditures have been 
properly expensed.
d. Expenditures for fixed assets have been 
capitalized.
58. The audit inquiry letter to the client's legal counsel 
should be mailed only by the
a. Client after the auditor has reviewed it for ap­
propriate content.
Auditor after preparation by the client and 
review by the auditor.
Auditor’s attorney after preparation by the 
client and review by the auditor.
Client after review by the auditor’s attorney.
b.
c.
59. In performing MAS engagements, CPAs should not 
take any positions that might
a. Constitute advice and assistance.
b . Provide technical assistance in implementation.
c. Result in new organizational policies and 
procedures.
d. Impair their objectivity.
Number 2 (Estimated tim e----- 15 to 25 minutes)
The following auditor’s report was drafted by an 
assistant at the completion of an audit engagement of 
Cramdon, Inc., and was submitted to the partner with 
client responsibility for review. The partner has examined 
matters thoroughly and has properly concluded that the 
opinion on the 1984 financial report should be modified 
only for the change in the method for computing sales. 
Also, due to an uncertainty a “ subject to ’’ opinion was 
issued on the 1983 financial statements which are included 
for comparative purposes. The 1983 auditor’s report was 
dated March 3, 1984. In 1984 the litigation against 
Cramdon, which was the cause of the 1983 “ subject to ’’ 
opinion, was resolved in favor of Cramdon.
Board of Directors o f Cramdon, Inc.
We have examined the financial statements which are 
the representations of Cramdon, Inc., incorporated herein 
by reference, for the years ended December 3 1 , 1984 and
1983. Our examinations were made in accordance with 
generally accepted auditing standards and, accordingly, 
included such auditing procedures as we considered 
necessary in the circumstances.
As discussed in Note 7 to the financial statements, 
our previous opinion on the 1983 financial statements was 
other than unqualified pending the outcome of litigation. 
Due to our attorney’s meritorious defense in this litiga­
tion our opinion on these financial statements is different 
from that expressed in our previous report.
In our opinion, based upon the preceding, the accom­
panying financial statements referred to above present fair­
ly the financial position, results of operations, and changes 
in financial position for the period ended December 31,
1984, in conformity with generally accepted accounting 
principles consistently applied, except for the change in 
the method of computing sales as described in Note 14 
to the financial statements.
60. For an appropriate segregation of duties, journaliz­
ing and posting summary payroll transactions should be 
assigned to
a. The treasurer’s department.
b. General accounting.
c. Payroll accounting.
d. The timekeeping department.
CPA 
March 5, 1985
Required:
Identify the deficiencies contained in the auditor’s report 
as drafted by the audit assistant in the: a) scope paragraph, 
b) middle paragraph, and c) opinion paragraph. Rewriting 
the auditor’s report is not an acceptable solution.
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Examination Questions — May 1985
Number 4 (Estimated tim e----- 15 to 25 minutes)
Smith is the partner in charge of the audit of Blue 
Distributing Corporation, a wholesaler that owns one 
warehouse containing 80% of its inventory. Smith is 
reviewing the working papers that were prepared to sup­
port the firm’s opinion on Blue’s financial statements and 
Smith wants to be certain essential audit records are well- 
documented.
Required:
a. What evidence should Smith find in the working 
papers to support the fact that the audit was adequately 
planned and the assistants were properly supervised.
b. What substantive tests should Smith expect to 
find in the working papers to document management’s 
assertion about completeness as it relates to the inventory 
quantities at the end of the year?
Number 5 (Estimated tim e----- 15 to 25 minutes)
One of the generally accepted auditing standards 
states that sufficient competent evidential matter is to be 
obtained through inspection, observation, inquiries, and 
confirmation to afford a reasonable basis for an opinion 
regarding the financial statements under examination. 
Some degree of uncertainty is implicit in the concept of 
“ a reasonable basis for an opinion,” because the concept 
of sampling is well established in auditing practice.
Required:
a. Explain the auditor’s justification for accepting 
the uncertainties that are inherent in the sampling process.
b. Discuss the uncertainties which collectively em­
body the concept of ultimate audit risk.
c. Discuss the nature of the sampling risk and non­
sampling risk. Include the effect of sampling risk on 
substantive tests of details and on compliance tests of 
internal accounting control.
34
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
May 10, 1985; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ....................
No. 2 ....................
No. 3 ....................
No. 4 ....................
No. 5 ....................
T o ta l..............
Estimated Minutes 
Minimum Maximum
110 130
15 20
15 20
15 20
15 20
170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated tim e----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
3. An agency coupled with an interest will be created 
by a written agreement which provides that a(an)
a. Borrower shall pledge securities to a lender 
which authorizes the lender to sell the securities 
and apply the proceeds to the loan in the event 
of default.
b. Employee is hired for a period of two years at 
$40,000 per annum plus 2% of net sales.
c. Broker is to receive a 5% sales commission out 
of the proceeds of the sale of a parcel of land.
d. Attorney is to receive 25% of a plaintiff’s 
recovery for personal injuries.
Item
99. The text of the letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 
steel pipe at today’s quoted price for delivery 
two months from today. Your acceptance 
must be received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. Wok Corp. has decided to expand the scope of its 
business. In this connection, it contemplates engaging 
several agents. Which of the following agency relation­
ships is within the statute of frauds and thus should be 
contained in a signed writing?
a. A sales agency where the agent normally will 
sell goods which have a value in excess of $5(X).
b. An irrevocable agency.
c. An agency which is of indefinite duration but 
which is terminable upon one month’s notice.
d. An agency for the forthcoming calendar year 
which is entered into in mid-December of the 
prior year.
2. Red entered into a contract with Maple on behalf 
of Gem, a disclosed principal. Red exceeded his authority 
in entering into the contract. In order for Gem to suc­
cessfully ratify the contract with Maple,
a . Gem must expressly communicate his intention 
to be bound.
b. Gem must have knowledge of the relevant 
material facts concerning the transaction.
c. Red must not have been a minor.
d. Red must have acted reasonably and in Gem’s 
best interest.
4. Baker Corp. dismissed Abel as its general sales 
agent. Baker notified all of Abel’s known customers by 
letter. Fam Corp., a retail outlet located outside of 
Abel’s previously assigned sales territory, had never dealt 
with Abel. However, Fam knew of Abel as a result of 
various business contacts. After his dismissal, Abel sold 
Fam goods, to be delivered by Baker, and received from 
Fam a cash deposit for 25% of the purchase price. It was 
not unusual for an agent in Abel’s previous position to 
receive cash deposits. In an action by Fam against Baker 
on the sales contract, Fam will
a. Win, because a principal is an insurer of an 
agent’s acts.
b. Win, because Baker’s notice was inadequate to 
terminate Abel’s apparent authority.
c. Lose, because Abel’s conduct constituted a 
fraud for which Baker is not liable.
d. Lose, because Abel lacked any express or im­
plied authority to make the contract.
5. Ritz hired West for six months as an assistant sales 
manager at $4,000 a month plus 3% of sales. Which of 
the following is correct?
a. The employment agreement must be in writing 
and signed by the party to be charged.
b. The agreement between Ritz and West formed 
an agency coupled with an interest.
c. West must disclose any interests he has which 
are adverse to Ritz in matters concerning Ritz’s 
business.
d. West can be dismissed by Ritz during the six 
months only for cause.
6. The apparent authority of a partner to bind the 
partnership in dealing with third parties
a. Must be derived from the express powers 
and purposes contained in the partnership 
agreement.
b. Would permit a partner to submit a claim 
against the partnership to arbitration.
c. Will be effectively limited by a formal resolu­
tion of the partners of which third parties are 
aware.
d. Will be effectively limited by a formal resolu­
tion of the partners of which third parties are 
unaware.
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7. Which of the following statements is correct regard­
ing a limited partnership?
a. The general partner must make a capital 
contribution.
b. It can only be created pursuant to a statute pro­
viding for the formation of limited partnerships.
c. It can be created with limited liability for all 
partners.
d. At least one general partner must also be a 
limited partner.
8. Jane White acquired Zelmo’s partnership interest in 
ZBA Partnership. All partners agreed to admit White as 
a partner. Unless otherwise agreed, White’s admission to 
the partnership will automatically
a. Release Zelmo from personal liability on part­
nership debts arising prior to the sale of his part­
nership interest.
b . Release Zelmo from any liability on partnership 
debts arising subsequent to the sale of his part­
nership interest.
c. Subject White to unlimited personal liability on 
partnership debts arising prior to her admission 
as a partner.
d . Limit White’s liability on partnership debts aris­
ing prior to her admission as a partner to her 
interest in partnership property.
9. Unless otherwise provided for, the assignment of a 
partnership interest will result in the
a. Dissolution of the partnership.
b . Assignee obtaining the right to receive the share 
of the profits to which the assignor would have 
otherwise been entitled.
c. Assignee succeeding to the assignor’s rights to 
participate in the management of the part­
nership.
d. Vesting of the assignor’s right to inspect the part­
nership books in the assignee.
10. Long, Pine, and Rice originally contributed 
$100,000, $60,000, and $20,000, respectively, to form 
the LPR Partnership. Profits and losses of LPR are to 
be distributed ½ to Long, ⅓ to Pine, and 1/6 to Rice. After 
operating for one year, LPR’s total assets on its books 
are $244,000, total liabilities to outside creditors are 
$160,000 and total capital is $84,000. The partners made 
no withdrawals. LPR has decided to liquidate. If all of 
the partners are solvent and the assets of LPR are sold 
for $172,000
a. Rice will personally have to contribute an addi­
tional $8,000.
b . Pine will personally have to contribute an addi­
tional $4,000.
c. Long, Pine, and Rice will receive $6,000, $4,000, 
and $2,000, respectively, as a return of capital.
d. Long and Pine will receive $28,000 and $4,000, 
respectively, and Rice will have to contribute an 
additional $20,000.
11. Which of the following is a correct statement con­
cerning the similarities of a limited partnership and a 
corporation?
a. Both are recognized for federal income tax pur­
poses as taxable entities.
b. Both can only be created pursuant to a statute 
and each must file a copy of its certificate with 
the proper state authorities.
c . Both provide insulation from personal liability 
for all of the owners of the business.
d . Shareholders and limited partners may both par­
ticipate in the management of the business and 
retain limited liability.
12. Which of the following statements is correct regard­
ing the fiduciary duty?
a. A director’s fiduciary duty to the corporation 
may be discharged by merely disclosing his self- 
interest.
b. A director owes a fiduciary duty to the 
shareholders but not to the corporation.
c. A promoter of a corporation to be formed owes 
no fiduciary duty to anyone, unless the contract 
engaging the promoter so provides.
d. A majority shareholder as such may owe a 
fiduciary duty to fellow shareholders.
13. The corporate veil is most likely to be pierced and 
the shareholders held personally liable if
a . The corporation has elected S corporation status 
under the Internal Revenue Code.
b . A partnership incorporates its business solely to 
limit the liability of its partners.
c. An ultra vires act has been committed.
d. The shareholders have commingled their per­
sonal funds with those of the corporation.
14. Generally, officers of a corporation
a. Are elected by the shareholders.
b. Are agents and fiduciaries of the corporation, 
having actual and apparent authority to manage 
the business.
c. May be removed by the board of directors 
without cause only if the removal is approved 
by a majority vote of the shareholders.
d . May declare dividends or other distributions to 
shareholders as they deem appropriate.
15. The essential difference between a stock dividend 
and a stock split is that a
a. Stock split will increase the amount of 
stockholders’ equity.
b . Stock split will increase a stockholder’s percen­
tage of ownership.
c. Stock dividend must be paid in the same class 
of stock as held by the stockholder.
d . Stock dividend of newly-issued shares will result 
in a decrease in retained earnings.
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16. Race entered into a written agreement to sell a parcel 
of land to Lark for $50,000. At the time the agreement 
was executed, Race had consumed a large amount of 
alcoholic beverages which significantly impaired Race’s 
ability to understand the nature and terms of the contract. 
Lark knew Race was very intoxicated and that the land 
had been appraised at $95,000. Race wishes to avoid the 
contract. The contract is
a. Voidable at Race’s option.
b. Voidable at Race’s option only if the intoxica­
tion was involuntary.
c. Void.
d. Legally binding on both parties in the absence 
of fraud or undue influence.
17. Mix offered to sell a parcel of land to Simon for 
$90,000. The offer was made by Mix in a signed 
writing and provided that it would not be revoked for five 
months if Simon promised to pay Mix $250 within 10 days. 
Simon agreed to do so. Which of the following is correct?
a. Simon’s agreement to pay $250 is insufficient 
consideration to form an option contract.
b. Mix may withdraw the offer any time prior to 
Simon’s payment of the $250.
c. An option contract is formed.
d. Although an option contract is formed, the 
duration of such a contract is limited to three 
months.
18. Fuller sent Blue a written offer to sell his tract of 
land located in Capetown for $75,000. The parties were 
engaged in a separate dispute. The offer stated that it 
would be irrevocable for 60 days if Blue would promise 
to refrain from suing Fuller during this time. Blue prompt­
ly delivered a promise not to sue during the term of the 
offer and to forego suit if she accepted the offer. Fuller 
subsequently decided that the possible suit by Blue was 
groundless and therefore phoned Blue and revoked the 
offer 15 days after making it. Blue mailed an acceptance 
on the 20th day. Fuller did not reply. Under the cir­
cumstances
a. Fuller’s revocation, not being in writing, was 
invalid.
b. Fuller’s offer was supported by consideration 
and was irrevocable when accepted.
c. Fuller’s written offer would be irrevocable even 
without consideration.
d. Blue’s promise was accepted by Fuller by his 
silence.
19. The primary distinction between an action based on 
innocent misrepresentation and an action based on com­
mon law fraud is that, in the former, a party need not allege 
and prove
a. That there has been a false representation.
b. The materiality of the misrepresentation.
c. Reasonable reliance on the misrepresentation.
d. That the party making the misrepresentation 
had actual or constructive knowledge that it was 
false.
Items 20 through 22 are based on the following 
information:
After substantial oral negotiations, Ida Frost wrote 
Jim Lane on May 1 offering to pay Lane $160,000 to build 
a warehouse. The writing contained the terms essential 
to form a binding contract. It also provided that the offer 
would remain open until June 1 and that acceptance must 
be received to be effective. On May 20, Lane mailed a 
signed acceptance. This was received by Frost on May 22. 
Lane completed the warehouse on July 15. On July 30, 
Lane assigned his right to receive payment to Reid Bank 
which did not notify Frost of the assignment. Two weeks 
later, Frost paid Lane $155,000 after deducting $5,000 in 
satisfaction of a dispute between them unrelated to the 
construction contract.
20. The agreement between Frost and Lane resulted in 
the formation of a(an)
a. Bilateral contract.
b. Unilateral contract.
c. Quasi contract.
d. Implied in fact contract.
21. Frost’s offer
a. Was accepted and a contract duly formed on 
May 20.
b. Was irrevocable until June 1.
c. Constituted a firm offer under the UCC 
despite the lack of consideration.
d. Could have been revoked any time prior to 
the receipt of Lane’s acceptance on May 22.
22. If Reid sues Frost on the contract, Reid will be en­
titled to recover
a. The full $160,000.
b. $160,000, less the $5,000 setoff.
c. Nothing, because notice of the assignment 
was not given to Frost.
d. Nothing, because it was not the primary 
beneficiary of the construction contract.
23. John Dash, an accountant, entered into a written 
contract with Kay Reese to perform certain tax services 
for Reese. Shortly thereafter, Reese was assessed addi­
tional taxes and she wanted to appeal the assessment. Reese 
was required to appeal immediately and the workpapers 
held by Dash were necessary to appeal. Dash refused to 
furnish Reese with the workpapers unless he was paid a 
substantially higher fee than was set forth in the contract. 
Reese reluctantly agreed in order to meet the filing 
deadline. The contract as revised is
a. Voidable at Reese’s option based on undue 
influence.
b. Voidable at Reese’s option based on duress.
c. Void on the ground of undue influence.
d. Void on the ground of duress.
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24. Did entered into a written contract to sell a building 
to Stone. The contract was properly recorded. Stone 
breached the contract and Did has brought an action for 
breach of contract. Stone pleads the statute of limitations 
as a defense. The
a. Time period fixed by the statute of limitations 
is uniform throughout the states.
b. Recording of the contract stops the running of 
the statute of limitations.
c. Time period fixed by the statute of limitations 
begins when the contract is recorded.
d . Remedy sought by Diel will be barred when the 
period of time provided by the statute of limita­
tions has expired.
25. Where the parties have entered into a written con­
tract intended as the final expression of their agreement, 
the parol evidence rule generally prevents the admission 
into evidence of any
a. Other written agreement which is referred to in 
the contract.
b. Contemporaneous oral agreement which ex­
plains an ambiguity in the written contract.
c. Prior oral or written agreement and any con­
temporaneous oral agreement which contradict 
the terms of the written contract.
d. Subsequent oral modification of the contract.
26. Fink is the owner of a parcel of land which is en­
cumbered by a mortgage securing Fink’s note to State 
Bank. Fink sold the land to Bloom who assumed the mort­
gage note. State Bank
a. Is a donee beneficiary.
b. Is an incidental beneficiary.
c. Is a creditor beneficiary.
d. Can not collect from Fink if Bloom defaults.
27. Bing engaged Dill to perform personal services for 
$2,200 a month for a period of four months. The con­
tract was entered into orally on July 1 ,  1984, and perfor­
mance was to commence September 1, 1984. On August 
10, Dill anticipatorily repudiated the contract. As a 
result, Bing can
a. Not assign his rights to damages under the con­
tract to a third party.
b. Obtain specific performance.
c. Not enforce the contract against Dill since the 
contract is oral.
d. Immediately sue for breach of contract.
28. Securities available under a private placement made 
pursuant to Regulation D of the Securities Act of 1933
a. Must be sold to accredited institutional 
investors.
b. Must be sold to less than 25 non-accredited 
investors.
c. Can not be the subject of an immediate reoffer­
ing to the public.
d. Can not be subject to the payment of com­
missions.
29. Wells Corp., an established manufacturer, has 
decided to make an offering of $4.5 million of its securities 
pursuant to Regulation D of the Securities Act of 1933. 
The sale will be made to accredited and non-accredited 
investors. Which of the following is a correct statement 
with regard to such an offering?
a. No more than 35 accredited investors may pur­
chase securities.
b . Since there are non-accredited investors who are 
purchasing securities, at least an audited balance 
sheet must be provided.
c. A general solicitation of potential investors is 
permitted.
d. The offering limit is $10 million within a two- 
year period.
30. Silk was employed by Rosco Corp. as a chauffeur. 
While in the course of employment, Silk was involved 
in an automobile accident with Lake who was employed 
by Stone Corp. as a truck driver. While making a delivery 
for Stone, Lake negligently drove through a red light 
causing the accident with Silk. Both Silk and Lake have 
received workers’ compensation benefits as a result of the 
accident. Silk
a. Is precluded from suing Lake since both are 
covered under workers’ compensation laws.
b . Is precluded from suing Stone if Stone complied 
fully with the state’s workers’ compensation 
laws.
c. Can recover in full against Lake only, but must 
reimburse the workers’ compensation carrier to 
the extent the recovery duplicates benefits 
already obtained under workers’ compensation 
laws.
d. Can recover in full against Lake or Stone, but 
must reimburse the workers’ compensation car­
rier to the extent the recovery duplicates benefits 
already obtained under workers’ compensation 
laws.
31. Which of the following statements is correct regard­
ing social security taxes?
a. The annual contributions made by a self- 
employed person with net earnings of $30,000 
in 1985 will be the same as the combined con­
tributions made by an employee and employer 
on that same amount.
b. A self-employed person is subject to social 
security taxes based on that person’s gross 
earnings from self-employment.
c . An employer who fails to withhold and pay the 
employee’s portion of social security taxes 
remains primarily liable for the employee’s 
share.
d. An individual who receives net earnings from 
self-employment of $30,000 and wages of 
$30,000 in 1985 will be subject to social security 
taxes on $60,000.
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32. The Federal Unemployment Tax Act
a. Imposes a tax on all employers doing business 
in the U.S.
b. Requires contributions to be made by the 
employer and employee equally.
c. Permits the employer to take a credit against the 
federal tax if contributions are made to a state 
unemployment fund.
d. Permits an employee to receive unemployment 
benefits which are limited to the contributions 
made to that employee’s account.
33. The following instrument was received by Kerr:
Madison, Wisconsin April 5, 1985
Sixty days after date pay to the order of Donald Kerr, 
one hundred and fifty dollars ($150). Value received 
and charge the trade account of Olympia Sales Corp., 
N.Y.
To: New City Bank, 
U.N. Plaza,
New York, N.Y.
Olympia Sales Corp.
 by
President
The instrument is a
a. Negotiable time draft.
b. Check.
c. Promissory note.
d. Trade acceptance.
34. Jason contracted to sell his business to Farr. Upon 
execution of the contract by Farr, he delivered a note in 
lieu of earnest money which recited the nature of the trans­
action and indicated that it was payable on the date of 
the closing which was to be determined by the mutual con­
sent of the parties. The note is
a. Non-negotiable because no consideration is 
given.
b . Non-negotiable because of the recitation of the 
transaction which gave rise to it.
c. Non-negotiable since it is not payable at a 
definite time.
d. Negotiable.
35. A holder in due course will take free of which of the 
following defenses?
a. A wrongful filling-in of the amount payable 
which was omitted from the instrument.
b . Duress of a nature which renders the obligation 
of the party a nullity.
c. Infancy to the extent that it is a defense to a sim­
ple contract.
d. Discharge of the maker in bankruptcy.
36. Your client, MDS Discount Services, Inc., purchased 
the following instrument from John Cross on February 
15, 1985. Cross had received it in connection with the sale 
to Dann Corp. of real property he owned located in Utah. 
Cross endorsed it in blank and received $24,000 from 
MDS.
$26,000.00 Boston, Massachusetts 
February 2, 1985
Sixty days after date, I promise to pay to the order 
of John Cross Twenty Six Thousand & 00/100 
Dollars at the Second National Bank of Provo, Utah.
Value received with interest at the rate of 14% per 
annum. This instrument arises out of the sale of real 
estate located in the state of Utah. It is further agreed 
that this instrument is:
1.
2.
3.
Subject to all implied and constructive 
conditions.
Secured by a first mortgage given as per the 
sale of the real estate mentioned above.
To be paid out of funds deposited in the 
City Bank of Wabash, Illinois.
Dann Corp.
The instrument is
a. Non-negotiable due to the language contained 
in clause number 1.
b. Non-negotiable since it incorporates by ref­
erence the terms of the mortgage indicated in 
clause number 2.
c. Negotiable since it contains the words “ value 
received’’ and specifies the required recitation 
of the transaction out of which it arose.
d. Negotiable despite the language contained in 
clauses numbered 1, 2, and 3.
37. Bond fraudulently induced Kent to make a note 
payable to Baker to whom Bond was indebted. Bond 
delivered the note to Baker. Baker negotiated the instru­
ment to Monk who purchased it with knowledge of the 
fraud and after it was overdue. If Baker qualifies as a 
holder in due course, which of the following is correct?
a. Monk can personally qualify as a holder in due 
course.
b . Monk has the standing of a holder in due course 
through Baker.
c . Monk can not collect because he purchased with 
knowledge of the fraud and after it was overdue.
d . Kent can successfully assert the defense of fraud 
against Monk,
40
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38. In connection with a check and a promissory note, 
which of the following is correct?
a. A promissory note may only be made payable 
to the order of a named payee.
b. A promissory note may only be payable at a 
stated time in order to meet the requirements 
for negotiability.
c. A check may be made payable upon the hap­
pening of an event uncertain as to the time of 
occurrence without affecting its negotiability.
d. A check may be made payable to the order of 
the drawer or to bearer.
39. A person who endorsed a check “ without recourse”
a. Has the same liability as an accommodation 
endorser.
b. Only negates his liability insofar as prior par­
ties are concerned.
c. Gives the same warranty protection to his 
transferee as does a special or blank endorser.
d . Does not promise or guarantee payment of the 
instrument upon dishonor even if there has been 
a proper presentment and proper notice has been 
given.
40. Unless otherwise agreed, which of the following war­
ranties will not be conferred by a person negotiating a 
negotiable warehouse receipt for value to his immediate 
purchaser?
a. The document is genuine.
b . The transferor is without knowledge of any fact 
which would impair its validity or worth.
c. The goods represented by the warehouse receipt 
are of merchantable quality.
d. Negotiation by the transferor is rightful and 
fully effective with respect to the title to the 
document.
41. Taylor signed and mailed a letter to Peel which 
stated: “ Ship promptly 600 dozen grade A eggs. ” Taylor’s 
offer
a. May be accepted by Peel only by a prompt 
shipment.
b . May be accepted by Peel either by a prompt pro­
mise to ship or prompt shipment with notice.
c. Is invalid since the price terms were omitted.
d. Is invalid since the shipping terms were omitted.
43. Flax telephoned Sky Corp. and ordered a specially 
manufactured air conditioner for $1,900. Subsequently, 
Flax realized that he miscalculated the area which was to 
be cooled and concluded that the air conditioner would 
not be acceptable. Sky had already completed work on 
the air conditioner, demanded payment, and was unable 
to resell the unit at a reasonable price. If Flax refuses to 
pay and Sky brings an action seeking as damages the price 
plus reasonable storage charges of $50, Sky will recover
a. Nothing, because of the statute of frauds.
b. Only its lost profit.
c. The full $1,950.
d. Only $1,900.
Items 44 and 45 are based on the following 
information:
On June 3, Muni Finance loaned Page Corp. $20,000 
to purchase four computers for use in Page’s trucking 
business. Page contemporaneously executed a promissory 
note and security agreement. On June 7, Page purchased 
the computers with the $20,000, obtaining possession that 
same day. On June 10, Mort, a judgment creditor of Page, 
levied on the computers.
44. Which of the following statements is correct?
a. Muni failed to qualify as a purchase money 
secured lender.
b. Muni’s security interest attached on June 3.
c. Muni’s security interest attached on June 7.
d. Muni’s security interest did not attach.
45. If Muni files a financing statement on June 11, which 
of the parties will have a priority security interest in the 
computers?
a. Mort, since he lacked notice of Muni’s security 
interest.
b. Mort, since Muni failed to file before Mort 
levied on the computers.
c. Muni, since its security interest was perfected 
within the permissible time limits.
d. Muni, since its security interest was automati­
cally perfected upon attachment.
42. The Uniform Commercial Code’s position on privi­
ty of warranty as to personal injuries
a. Allows the buyer’s family the right to sue only 
the party from whom the buyer purchased the 
product.
b . Resulted in a single uniform rule being adopted 
throughout most of the United States.
c. Prohibits the exclusion on privity grounds of 
third parties from the warranty protection it has 
granted.
d. Applies exclusively to manufacturers.
46. Perfection of a security interest under the UCC by 
a creditor provides added protection against other parties 
in the event the debtor does not pay his debts. Which of 
the following is not affected by perfection of a security 
interest?
a. The trustee in a bankruptcy proceeding.
b. A buyer in the ordinary course of business.
c. A subsequent personal injury judgment creditor.
d. Other prospective creditors of the debtor.
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Items 47 and 48 are based on the following 
information:
Foxx purchased a stereo for personal use from Dix 
Audio, a retail seller of appliances. Foxx paid 30% of 
the $600 sales price and agreed to pay the balance in 12 
equal principal payments plus interest. Foxx executed a 
security agreement giving Dix a security interest in the 
stereo. Dix properly filed a financing statement immedi­
ately. After making six payments Foxx defaulted.
47. If Dix takes possession of the stereo, it
a. Must dispose of the stereo at a public sale.
b. Must dispose of the stereo within 90 days after 
taking possession or be liable to the debtor.
c. May retain possession of the stereo, thereby 
discharging Foxx of any deficiency.
d. May retain possession of the stereo and collect 
any deficiency plus costs from Foxx.
50. Minor Corp. manufactures exercise equipment for 
sale to health clubs and to retailers. Minor also sells directly 
to consumers in its wholly-owned retail outlets. Minor has 
created a subsidiary, Minor Finance Corp., for the pur­
pose of financing the purchase of its products by the 
various customers. In which of the following situations 
does Minor Finance not have to file a financing statement 
to perfect its security interest against competing creditors 
in the equipment sold by Minor?
a . Sales made to retailers who in turn sell to buyers 
in the ordinary course of business.
b. Sales made to any buyer when the equipment 
becomes a fixture.
c. Sales made to health clubs.
d . Sales made to consumers who purchase for their 
own personal use.
51. Which of the following factors is least significant 
in determining whether an item of personal property has 
become a fixture?
a. The value of the item.
b. The manner of attachment.
c. The adaptability of the item to the real estate.
d. The extent of injury which would be caused to 
the real property by the removal of the item.
48. If after making the third installment payment, Foxx 
sold the stereo to Lutz for personal use, who would have 
a superior interest in the stereo assuming Lutz lacked 
knowledge of Dix’s security interest?
a. Dix, since it filed a financing statement.
b. Dix, since more than 30% of the purchase price 
had been paid.
c. Lutz, since title passed from Foxx to Lutz.
d . Lutz, since he purchased without knowledge of 
Dix’s security interest and for personal use.
Items 52 and 53 are based on the following 
information:
On July 1, Bean deeded her home to Park. The deed 
was never recorded. On July 5, Bean deeded the same 
home to Noll. On July 9, Noll executed a deed, conveying 
his title to the same home to Baxter. On July 10, Noll and 
Baxter duly recorded their respective deeds.
49. Cole purchased furniture for her home from Thrift 
Furniture. The contract required Cole to pay 10% cash 
and the balance in equal installments over 36 months. Cole 
signed a security agreement with the furniture listed as 
collateral. Thrift properly filed a financing statement. If 
Cole makes the final payment due on the contract, Thrift
a. Must file a termination statement no later than 
one month after final payment in order to avoid 
liability unless Cole demands earlier filing.
b. Must file a termination statement in order to 
avoid liability only if Cole makes a written 
demand.
c. Does not have to file a termination statement 
since the collateral is consumer goods.
d. Does not have to file a termination statement 
since the term of the financing statement is less 
than five years and will automatically terminate.
52. In order for Noll’s deed from Bean to be effective 
it must
a. Contain the actual purchase price paid by Noll.
b. Be signed by Noll.
c. Include a satisfactory description of the 
property.
d. Be recorded with Bean’s seal affixed to the deed.
53. If Noll and Baxter are bona fide purchasers for value, 
which of the following statements is correct?
a. Baxter’s interest is superior to Park’s.
b. Bean’s deed to Park was void as between Bean 
and Park because it was not recorded.
c. Bean’s deed to Noll was void because she had 
no interest to convey.
d . Baxter can recover the purchase price from Noll.
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54. In order to create an easement by prescription a per­
son must, in addition to fulfilling other requirements, have
a. Recorded the easement immediately upon its 
creation.
b. Received the express or implied consent of the 
true owner.
c. Used the land of another out of necessity.
d. Used the land of another in a manner that is open 
and notorious.
58. Fine wishes to establish an inter vivos trust for the 
benefit of his daughter Sally, naming Sally as the sole in­
come beneficiary for 20 years and as the sole remainder 
beneficiary of the corpus. The intended trust will fail if 
the instrument creating the trust
a. Provides for the trustee to serve without com­
pensation, bond or other security.
b. Is not supported by any consideration.
c. Fails to name a trustee.
d. Names Sally as the sole trustee.
55. Lake purchased a home from Walsh for $95,000. 
Lake obtained a $60,000 loan from Safe Bank to finance 
the purchase, executing a promissory note and mortgage. 
The recording of the mortgage by Safe
a. Gives the world actual notice of Safe’s interest.
b. Protects Safe’s interest against the claims of 
subsequent bona fide purchasers for value.
c. Is necessary in order that Safe have rights against 
Lake under the promissory note.
d. Is necessary in order to protect Safe’s interest 
against the claim of a subsequent transferee who 
does not give value.
56. Gray owned a warehouse free and clear of any en­
cumbrances. Gray borrowed $30,000 from Harp Finance 
and executed a promissory note secured by a mortgage 
on the warehouse. The state within which the warehouse 
was located had a notice-race recording statute applicable 
to real property. Harp did not record its mortgage. 
Thereafter, Gray applied for a loan with King Bank, sup­
plying King with certified financial statements which 
disclosed Harp’s mortgage. After review of the financial 
statements, King approved Gray’s loan for $25,000, tak­
ing an executed promissory note secured by a mortgage 
on the warehouse. King promptly recorded its mortgage. 
Which party’s mortgage will be superior?
a . Harp’s, since King had notice of Harp’s interest.
b. Harp’s, since it obtained a purchase money 
security interest.
c. King’s, since it was the first to file.
d. King’s, since a title search would fail to reveal 
Harp’s interest.
59. The coinsurance clause with regard to property 
insurance
a. Prohibits the insured from obtaining an amount 
of insurance which would be less than the coin­
surance percentage multiplied by the fair market 
value of the property.
b. Encourages the insured to be more careful in 
preventing losses since the insured is always at 
least partially at risk when a loss occurs.
c. Permits the insured to receive an amount in ex­
cess of the policy amount when there has been 
a total loss and the insured carried the required 
coverage under the coinsurance clause.
d . Will result in the insured sharing in partial losses 
when the insured has failed to carry the required 
coverage under the coinsurance clause.
60. The insurable interest requirement with regard to 
property insurance
a. May be waived by a writing signed by the in­
sured and insurer.
b . May be satisfied by a person other than the legal 
owner of the property.
c. Must be satisfied at the time the policy is issued.
d. Must be satisfied by the insured’s legal title to 
the property at the time of loss.
57. A mortgagor who defaults on his mortgage payments 
will not be successful if he attempts to
a. Assert the equitable right to redeem.
b . Redeem the property after a judicial foreclosure 
sale has taken place.
c. Obtain any excess resulting from a judicial 
foreclosure sale.
d. Contest the validity of the price received at a 
judicial foreclosure sale by asserting that a 
higher price could have been received at a later 
date.
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Number 2 (Estimated tim e----- 15 to 20 minutes)
Reed, a manufacturer, entered into an oral contract 
with Rocco, a retailer, to deliver 10 leather jackets to 
Rocco’s place of business within 15 days. The total sales 
price was $450. Prior to the delivery of the jackets the 
market price of leather increased drastically. Reed knew 
Rocco needed the jackets within the 15 days and tele­
phoned Rocco stating that he would be unable to deliver 
the jackets unless the sales price was increased by $100. 
Rocco agreed to the new price. The following morning 
Reed sent Rocco a signed letter indicating the new sales 
price and that the sale was for 10 leather jackets. Rocco 
received the letter the next day and has taken no further 
action.
Reed entered into an oral contract to purchase Smith’s 
vacant building for $50,000, giving $5,000 as a deposit. 
The parties intended to reduce their agreement to writing 
at a later date. Pursuant to the oral contract, Reed took 
possession of the building with Smith’s permission and 
made permanent and substantial improvements. Due to 
a rise in the price of similar real estate. Smith serves notice 
on Reed to vacate the premises, contending that the sales 
contract was unenforceable.
Required: Answer the following, setting forth reasons for 
any conclusions stated.
a. Discuss whether the original sales contract and the 
subsequent change in price by Reed are enforceable under 
the UCC Sales Article.
b. May Smith require Reed to vacate the building?
Number 3 (Estimated tim e----- 15 to 20 minutes)
Part b. Major Manufacturing Corporation is a large 
diversified international corporation. Its stock is traded 
on the New York Stock Exchange. One of its divisions 
is the Global Oil Well Equipment Company. The Justice 
Department and Securities and Exchange Commission, 
as the result of a joint investigation, have alleged that 
Global has been engaging in activities that are clearly in 
violation of the Foreign Corrupt Practices Act.
Specifically, Tobias, the president, Wilton, the vice 
president, and Clark, the regional manager of Global’s 
operations in Nogo, a foreign country, have conspired to 
make and have made payments both directly and indirectly 
to influential members of Nogo’s parliament in order to 
influence the passage of legislation which would be 
favorable to Global. The principal allegation is that as a 
result of a secret meeting of Tobias, Wilton, and Clark 
in Geneva, Switzerland, it was decided that passage of cer­
tain important legislation was vital to the expansion of 
Global’s market in Nogo. Therefore, it was agreed that 
certain direct and indirect gifts and inducements would 
be made to Mr. Rock, the speaker of Nogo’s parliament 
in the hope that he would see a particularly favorable bill 
through parliament. Among the inducements were a 
50-year loan of $750,000 to Rock’s manufacturing business 
at an exceptionally low interest rate, the gift of a $10,000 
Tiffany diamond pendant to Mrs. Rock upon the occa­
sion of the couple’s wedding anniversary, and the pay­
ment of Rock’s eldest son’s tuition in medical school. 
These expenditures were not properly reflected on the cor­
poration’s books.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the implications of the above to Major 
Manufacturing and to Tobias, Wilton, and Clark?
Part a. Reliable Bakeries, Inc. is the largest bakery 
in the United States. In connection with an audit engage­
ment, Cole & Hicks, CPAs, examined Reliable’s cor­
respondence file relating to legal problems. The file 
revealed that the Federal Trade Commission had received 
many complaints from disgruntled merchants regarding 
the marketing of Reliable’s bakery products. Reliable 
leases bakery stores to its customers and consigns prod­
ucts to those customers. Numerous consignees have 
claimed that Reliable’s uniform lease-consignment plan 
is in violation of antitrust law. Specifically, the lessee- 
consignees claim that unless they adhere to the price in­
dicated by Reliable for the sale of its bakery products they 
are informed that their lease will not be renewed. If there 
is a continued non-adherence to the company’s price, they 
are in fact discontinued as lessee-consignees.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Does Reliable’s arrangements with its customers 
violate antitrust law and, if so, what sanctions are 
available?
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Number 4 (Estimated tim e----- 15 to 20 minutes)
Arthur & Doyle, CPAs, served as auditors for Dun­
bar Corp. and Wolfe Corp., publicly held corporations 
listed on the American Stock Exchange. Dunbar recently 
acquired Wolfe Corp. pursuant to a statutory merger by 
issuing its shares in exchange for shares of Wolfe. In 
connection with that merger, Arthur & Doyle rendered 
an unqualified opinion on the financial statements and 
participated in the preparation of the pro forma unaudited 
financial statements contained in the combined prospec­
tus and proxy statement circulated to obtain shareholder 
approval of the merger and to register the shares to be 
issued in connection with the merger. Dunbar prepared 
a form 8-K (the current report with unaudited financial 
statements) and form 10-K (the annual report with audited 
financial statements) in connection with the merger. Short­
ly thereafter, financial disaster beset the merged company 
which resulted in large losses to the shareholders and 
creditors. A class action suit on behalf of the shareholders 
and creditors has been filed against Dunbar and its 
management. In addition, it names Arthur & Doyle as co­
defendants, challenging the fairness, accuracy, and 
truthfulness of the financial statements.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
As a result of the CPAs having expressed an un­
qualified opinion on the audited financial statements of 
Dunbar and Wolfe and as a result of having participated 
in the preparation of the unaudited financial statements 
required in connection with the merger, indicate and brief­
ly discuss the various bases of the CPAs’ potential civil 
liability to the shareholders and creditors of Dunbar under:
a. The federal securities acts.
b. State common law.
Number 5 (Estimated tim e----- 15 to 20 minutes)
On July 1, Sam Baker, a sole proprietor operating 
a drugstore, was involuntarily petitioned into bankrupt­
cy by his creditors. At that time, and for at least 60 days 
prior thereto, Baker was unable to pay his current obliga­
tions and also had a negative net worth. Prior to the filing 
of the petition Baker made the following transfers:
• May 17 — Paid Nix, an unsecured creditor, the full 
$7,500 outstanding on a loan obtained from Nix on 
April 10.
• June 6 — Gave Mary Wax a mortgage on his home 
for a loan which Wax made to Baker on June 4 which 
they intended to be a secured loan.
• June 16 — Paid the electric bill for the month of 
May which was incurred in Baker’s business. The 
bill was received by Baker on June 4 and had a June 
18 due date.
At the time the petition was filed, Baker owned a 
rental warehouse and was involved in a divorce proceeding. 
The trustee in bankruptcy has informed Baker that the 
debtor’s (Baker’s) estate will include the following non­
exempt property:
• Rents received from July 1 through November 1 on 
the warehouse.
• Property received on October 10 as a result of the 
Bakers’ final divorce decree.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
In separate paragraphs, discuss whether the trustee 
in bankruptcy can properly avoid or set aside the three 
transfers made by Baker? Was the trustee correct by in­
cluding in the debtor’s estate rents on the warehouse and 
the property received as a result of the final divorce decree?
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EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 10, 1985; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 .................................................. ..........................................  90 n o
No. 2 .................................................. ..........................................  15 25
No. 3 .................................................. .......................................... 15 25
No. 4 .................................................. .......................................... 15 25
No. 5 .................................................. ..........................................  15 25
T o ta l............................................ .......................................... 150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com-
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language will 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Number 1 (Estimated time —
Instructions
Accounting Theory 
90 to 110 minutes)
Select the best answer for each of the following items 
relating to a variety of issues in accounting. Use a soft 
pencil, preferably No. 2, to blacken the appropriate cir­
cle on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on the total number of 
your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the 
financial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
1. Under Statement of Financial Accounting Concepts 
No. 2, representational faithfulness is an ingredient of
Relevance Reliability
a. Yes Yes
b. Yes No
c. No No
d. No Yes
2. Some costs cannot be directly related to particular 
revenues but are incurred to obtain benefits that are 
exhausted in the period in which the costs are incurred. 
An example of such a cost is
a. Salespersons’ monthly salaries.
b. Salespersons’ commissions.
c. Transportation to customers.
d. Prepaid insurance.
3. When computing information on a historical 
cost/constant dollar basis, which of the following is 
classified as nonmonetary?
a. Accumulated depreciation of equipment.
b. Advances to unconsolidated subsidiaries.
c. Allowance for doubtful accounts.
d. Unamortized premium on bonds payable.
4. The amount by which the aggregate cost of a 
marketable equity securities portfolio exceeds its market 
value should be accounted for as a valuation allowance 
when the portfolio is classified as
Current Noncurrent
a. No No
b. No Yes
c. Yes Yes
d. Yes No
5. An investor uses the equity method to account for 
investments in common stock. The purchase price implies 
a fair value of the investee’s depreciable assets in excess 
of the investee’s net asset carrying values. The investor’s 
amortization of the excess
a. Decreases the investment account.
b. Decreases the goodwill account.
c. Increases the investment revenue account.
d. Does not affect the investment account.
6. Theoretically, freight costs incurred in the transfer 
of consigned goods from the consignor to the consignee 
should be considered
a. An expense by the consignee.
b. An expense by the consignor.
c. Inventoriable by the consignee.
d. Inventoriable by the consignor.
7. When the double extension approach to the dollar 
value LIFO inventory cost flow method is used, the in­
ventory layer added in the current year is multiplied by 
an index number. How would the following be used in 
the calculation of this index number?
Ending inventory Ending inventory
at current year cost at base year cost
a. Numerator Denominator
b. Numerator Not Used
c. Denominator Numerator
d. Not Used Denominator
8. The original cost of an inventory item is above the 
replacement cost and above the net realizable value. The 
replacement cost is below the net realizable value less the 
normal profit margin. Under the lower of cost or market 
method the inventory item should be priced at its
a. Original cost.
b. Replacement cost.
c. Net realizable value.
d. Net realizable value less the normal profit 
margin.
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9. A donated plant asset for which the fair value has 14. Which of the following is classified as an accrued
been determined, and for which incidental costs were in­
curred in acceptance of the asset, should be recorded at
payroll liability?
an amount equal to its Federal income Employee's share
a. Incidental costs incurred. tax withheld o f  FICA taxes
b. Fair value and incidental costs incurred. a. No Yes
c. Book value on books of donor and incidental b. No No
costs incurred. c. Yes No
d. Book value on books of donor. d. Yes Yes
10. A machine with a four-year estimated useful life and 
an estimated fifteen-percent salvage value was acquired 
on January 1, 1982. On December 31, 1984, the ac­
cumulated depreciation using the sum of the years' digits 
method would be
(Original cost less salvage value) multiplied bya.
b.
c.
d.
9/ 10.
Original cost multiplied by 9/10.
Original cost multiplied by 9/ 10 less total salvage 
value.
(Original cost less salvage value) multiplied by
1/10.
15. On October 1 , 1982, a company borrowed cash and 
signed a three-year interest-bearing note on which both 
the principal and interest are payable on October 1 , 1985. 
At December 31, 1984, accrued interest should
a. Be reported on the balance sheet as a current 
liability.
b. Be reported on the balance sheet as a noncur­
rent liability.
c. Be reported on the balance sheet as part of long­
term notes payable.
d. Not be reported on the balance sheet as a 
liability.
11. A company using the group depreciation method for 
its delivery trucks retired one of its delivery trucks due 
to damage before the average service life of the group was 
reached. An insurance recovery was received. The net book 
value of these group asset accounts would be decreased 
by the
Original cost of the truck.
Original cost of the truck less the insurance 
recovery received.
Original cost of the truck less depreciation on 
the truck to the date of retirement.
Insurance recovery received.
a.
b.
c.
d.
12. On January 1 , 1980, an intangible asset with a fifty- 
year estimated useful life was acquired. On January 1, 
1985, a review was made of the estimated useful life, 
and it was determined that the intangible asset had an 
estimated useful life of thirty more years. As a result of 
the review, the amount to be amortized should be
a. The original cost at January 1 ,  1980, allocated 
equally over a thirty-five-year life.
b. The original cost at January 1 ,  1980, allocated 
equally over a fifty-year life.
c. The unamortized cost on January 1, 1985, 
allocated equally over a forty-year life.
d. The unamortized cost on January 1, 1985, 
allocated equally over a thirty-year life.
16. An expropriation of assets which is imminent and 
for which the amount of loss can be reasonably estimated 
should be
Accrued Disclosed
a. No No
b. No Yes
c. Yes Yes
d. Yes No
17. How would a stock split affect each of the following?
Total Additional
stockholders' paid-in
Assets equity capital
a. Increase Increase No effect
b. No effect No effect No effect
c. No effect No effect Increase
d. Decrease Decrease Decrease
18. Ten thousand shares of $20 par value common stock 
were initially issued at $25 per share. Subsequently, two 
thousand of these shares were purchased as treasury stock 
at $30 per share. Assuming that the cost method of ac­
counting for treasury stock transactions is used, what is 
the effect of the purchase of the treasury stock on the 
amount reported in the balance sheet for each of the 
following?
13. A company issued rights to its existing shareholders 
to purchase, for $30 per share, unissued shares of $15 par 
value common stock. When the rights lapse 
a. No entry will be made. a.
Additional 
paid-in capital
No effect
Retained
earnings
No effect
b. Additional paid-in capital will be debited. b. No effect Decrease
c. Additional paid-in capital will be credited. c. Decrease No effect
d. Stock rights outstanding will be debited. d. Decrease Decrease
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19. The purchase of treasury stock
a. Decreases common stock authorized.
b. Decreases common stock issued.
c. Decreases common stock outstanding.
d. Has no effect on common stock outstanding.
20. When Dee retired from the partnership of Dee, Ken, 
and Ned, the final settlement of Dee’s partnership interest 
exceeded Dee’s capital balance. Under the bonus method, 
the excess
a. Reduced the capital balances of Ken and Ned.
b . Had no effect on the capital balances of Ken and 
Ned.
c. Was recorded as goodwill.
d. Was recorded as an expense.
24. When a segment of a business has been discontinued 
during the year, this segment’s operating losses of the 
current period up to the measurement date should be in­
cluded in the
a. Income statement as part of the income (loss) 
from operations of the discontinued segment.
b . Income statement as part of the loss on disposal 
of the discontinued segment.
c. Income statement as part of the income (loss) 
from continuing operations.
d . Retained earnings statement as a direct decrease 
in retained earnings.
25. Antidilutive common stock equivalents would 
generally be used in the calculation of
21. A company used the percentage-of-completion 
method to account for a four-year construction contract.
Primary earnings 
per share
Fully diluted 
earnings per share
a. Yes Yes
Which of the following would be used in the calculation b. Yes No
of the income recognized in the second year? c. No Yes
d. No No
Income previously 
recognized
Progress 
billings to date
a. No Yes
b. No No
c. Yes No
d. Yes Yes
22. A foreign subsidiary’s functional currency is its local 
currency which has not experienced significant inflation. 
The weighted average exchange rate for the current year 
would be the appropriate exchange rate for translating
Wages expense
Sales to 
customers
a. Yes Yes
b. Yes No
c. No No
d. No Yes
23. Compensatory stock options were granted to exec­
utives on January 1, 1983, with a measurement date 
of June 3 0 , 1984, for services to be rendered during 1983, 
1984, and 1985. The excess of the market value of the stock 
over the option price at the measurement date was 
reasonably estimable at the date of grant. The stock 
options were exercised on April 3 0 , 1985. Compensation 
expense should be recognized in the income statement in 
which of the following years?
26. A gain on the sale of a plant asset in the ordinary 
course of business should be presented in a statement of 
changes in financial position as a(an)
a. Source and a use of funds.
b. Use of funds.
c . Addition to income from continuing operations.
d. Deduction from income from continuing 
operations.
27. Which of the following should be presented in a state­
ment of changes in financial position?
Conversion o f 
long-term debt 
to common stock
Conversion o f  
preferred stock 
to common stock
a. No No
b. No Yes
c. Yes Yes
d. Yes No
28. When a company changes from the straight-line 
method of depreciation for previously recorded assets to 
the double-declining-balance method, which of the follow­
ing should be reported?
Cumulative effect 
o f change in
Pro form a effects 
o f retroactive
1983 1984 1985 accounting principle application
a. No No Yes a. No No
b. No Yes Yes b. No Yes
c. Yes Yes Yes c. Yes Yes
d. Yes No No d. Yes No
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29. In a business combination accounted for as a pur­
chase, costs of registering equity securities to be issued 
by the acquiring company are a (an)
a. Expense of the combined company for the 
period in which the costs were incurred. 
Direct addition to stockholders’ equity of the 
combined company.
Reduction of the otherwise determinable fair 
value of the securities.
Addition to goodwill.
34. In determining whether to accrue employee’s com­
pensation for future absences, among the conditions that 
must be met are that the obligation relates to rights that
b.
c.
d.
30. Property taxes may be accrued or deferred to pro­
vide an appropriate cost in each period for
Interim
financial reporting
a. Yes
b. Yes
c. No
d. No
Year-end
financial reporting
No
Yes
Yes
No
31. In Logan Company’s financial reporting for 
segments of a business enterprise, which of the following 
assets should be included as an identifiable asset of the 
textile mill product industry segment?
a. A loan from the textile mill product segment to 
another industry segment.
b. An investment by the textile mill product seg­
ment in another industry segment.
c. An allocated portion of assets maintained for 
general corporate purposes and not used in the 
operations of the textile mill product segment.
d. An allocated portion of intangible assets used 
jointly by the textile mill product segment and 
another industry segment.
32. The calculation of the income recognized in the 
second year of a four-year construction contract which 
is accounted for using the percentage-of-completion 
method is based on the
a. Cumulative actual costs incurred only.
b. Incremental cost for the second year only.
c. Latest available estimated costs.
d. Estimated costs at the inception of the contract.
33. Personal financial statements should present
a. Assets and liabilities at their historical cost.
b. Assets at their estimated current values and 
liabilities at their estimated current amounts at 
the date of the financial statements.
c. Assets at their estimated current values at the 
date of the financial statements and liabilities 
at their historical cost.
d . Assets and liabilities at their historical cost and, 
as additional information, at their estimated cur­
rent values.
Accumulate Vest
a. No No
b. No Yes
c. Yes No
d. Yes Yes
35. How are dividends per share for common stock used
in the calculation of the following?
Dividend per-share Earnings
payout ratio per share
a. Denominator Denominator
b. Denominator Not used
c. Numerator Not used
d. Numerator Numerator
36. The variable portion of the semivariable cost of elec-
tricity for a manufacturing plant is a
Conversion cost Period cost
a. Yes No
b. Yes Yes
c. No Yes
d. No No
37. The cost of fire insurance for a manufacturing plant
is generally a
a. Nonmanufacturing cost.
b. Period cost.
c. Semivariable cost.
d. Conversion cost.
38. In a job order cost system, the use of indirect
materials would usually be reflected in the general ledger 
as an increase in
a. Stores control.
b. Work in process control.
c. Factory overhead control.
d. Factory overhead applied.
39. Under the three-variance method for analyzing fac­
tory overhead, the difference between the actual factory 
overhead and the factory overhead applied to production 
is the
a. Net overhead variance.
b. Controllable variance.
c. Efficiency variance.
d. Spending variance.
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40. Under the two-variance method for analyzing fac­
tory overhead, the budget allowance based on standard 
hours allowed is used in the computation of the
44. How would the following be used in calculating the 
expected sales level expressed in units?
d. No Yes
Contribution Estimated
Controllable Volume margin per unit operating loss
(budget) variance variance a. Denominator Numerator
a. Yes Yes b. Numerator Numerator
b. Yes No c. Not Used Denominator
c. No No d. Numerator Denominator
41. When using the first-in, first-out method of process 
costing, total equivalent units of production for a given 
period of time is equal to the number of units
a. In work in process at the beginning of the period 
times the percent of work necessary to complete 
the items, plus the number of units started 
during the period, less the number of units re­
maining in work in process at the end of the 
period times the percent of work necessary to 
complete the items.
b. In work in process at the beginning of the period, 
plus the number of units started during the 
period, plus the number of units remaining in 
work in process at the end of the period times 
the percent of work necessary to complete the 
items.
c. Started into process during the period, plus the 
number of units in work in process at the begin­
ning of the period.
d. Transferred out during the period, plus the 
number of units remaining in work in process 
at the end of the period times the percent of work 
necessary to complete the items.
42. In an income statement prepared as an internal report 
using the direct (variable) costing method, fixed selling 
and administrative expenses would
a. Not be used.
b . Be used in the computation of the contribution 
margin.
c. Be used in the computation of operating income 
but not in the computation of the contribution 
margin.
d. Be treated the same as variable selling and ad­
ministrative expenses.
45. On May 1, 1985, a company purchased a new 
machine which it does not have to pay for until May 1, 
1987. The total payment on May 1 , 1987, will include both 
principal and interest. Assuming interest at a 10% rate, 
the cost of the machine would be the total payment 
multiplied by what time value of money concept?
a. Future amount of annuity of 1.
b. Future amount of 1.
c. Present value of annuity of 1.
d. Present value of 1.
46. It is assumed that cash flows are reinvested at the
rate earned by the investment in which of the following
capital budgeting techniques?
Internal Net
rate o f return present value
a. Yes Yes
b. Yes No
c. No No
d. No Yes
47. The invested capital-employed turnover rate would
include
a. Net income in the numerator.
b. Net income in the denominator.
c. Sales in the numerator.
d. Sales in the denominator.
48. Multiple regression analysis
a. Establishes a cause and effect relationship.
b. Is not a sampling technique.
c. Involves the use of independent variables only.
d. Produces measures of probable error.
43. A flexible budget is
a. Not appropriate when costs and expenses are 
affected by fluctuations in volume limits.
b. Appropriate for any relevant level of activity.
c. Appropriate for control of factory overhead but 
not for control of direct materials and direct 
labor.
d . Appropriate for control of direct materials and 
direct labor but not for control of factory 
overhead.
49. Which of the following would be included in the 
economic order quantity formula?
Inventory carrying 
______ cost______
a. Yes
b. Yes
c. No
d. No
Stockout
cost
No
Yes
Yes
No
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50. Byproducts
a. Have relatively more sales value than joint 
products.
b. Have relatively less sales value than scrap.
c. Occur before the split-off point.
d. Are often subject to additional costs beyond the 
split-off point.
51. Under the modified accrual basis of accounting for 
a governmental unit, revenues should be recognized in the 
accounting period in which they
a. Become available and earned.
b. Become available and measurable.
c. Are earned and become measurable.
d. Are collected.
52. The appropriations control account of a governmen­
tal unit is debited when
a. The budgetary accounts are closed.
b. The budget is recorded.
c. Supplies are purchased.
d. Expenditures are recorded.
53. Which of the following accounts of a governmental 
unit is credited when a purchase order is approved?
a. Encumbrances control.
b. Fund balance reserved for encumbrances.
c. Vouchers payable.
d. Appropriations control.
54. The special revenue fund of a governmental unit is 
an example of what type of fund?
a. Governmental.
b. Proprietary.
c. Internal service.
d. Fiduciary.
55. Which governmental fund would account for fixed 
assets in a manner similar to a “ for-profit”  organization?
a. Enterprise.
b. Capital projects.
c. General fixed asset account group.
d. General.
56. Which of the following funds of a governmental unit 
uses the modified accrual basis of accounting?
a. Nonexpendable trust.
b. Enterprise.
c. Internal service.
d. Special assessment.
57. Fixed assets should be accounted for in the general 
fixed assets account group for the
58. The comprehensive annual financial report (CAFR) 
of a governmental unit should contain a combined balance 
sheet for
Capital projects 
fund
Internal service 
fund
a. Yes Yes
b. Yes No
c. No No
d. No Yes
Governmental Proprietary Account
funds funds groups
a. Yes Yes No
b. Yes Yes Yes
c. Yes No Yes
d. No Yes No
59. Which of the following should be included in the cur­
rent funds revenues of a not-for-profit private university?
Tuition Unrestricted
waivers bequests
a. Yes No
b. Yes Yes
c. No Yes
d. No No
60. Revenue from the gift shop of a hospital would nor­
mally be included in
a. Other nonoperating revenue.
b. Other operating revenue.
c. Patient service revenue.
d. Professional services revenue.
Number 2 (Estimated tim e----- 15 to 25 minutes)
On January 1, 1984, Lani Company entered into a 
noncancelable lease for a machine to be used in its 
manufacturing operations. The lease transfers ownership 
of the machine to Lani by the end of the lease term. The 
term of the lease is eight years. The minimum lease pay­
ment made by Lani on January 1 ,  1984, was one of eight 
equal annual payments. At the inception of the lease, the 
criteria established for classification as a capital lease by 
the lessee were met.
Required:
a. What is the theoretical basis for the accounting 
standard which requires certain long-term leases to be 
capitalized by the lessee? Do not discuss the specific criteria 
for classifying a specific lease as a capital lease.
b. How should Lani account for this lease at its in­
ception and determine the amount to be recorded?
c. What expenses related to this lease will Lani in­
cur during the first year of the lease, and how will they 
be determined?
d. How should Lani report the lease transaction 
on its December 31, 1984, balance sheet?
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Number 3 (Estimated tim e----- 15 to 25 minutes) Number 4 (Estimated tim e----- 15 to 25 minutes)
Accounting Theory
On July 1 ,  1984, Marie Company sold special-order 
merchandise on credit and received in return an interest- 
bearing note receivable from the customer. Marie will 
receive interest at the prevailing rate for a note of this type. 
Both the principal and interest are due in one lump sum 
on June 30, 1985.
On September 1 , 1984, Marie sold special-order mer­
chandise on credit and received in return a noninterest­
bearing note receivable from the customer. The prevail­
ing rate of interest for a note of this type is determinable. 
The note receivable is due in one lump sum on August 
31, 1986.
Marie also has significant amounts of trade accounts 
receivable as a result of credit sales to its customers. On 
October 1, 1984, some trade accounts receivable were 
assigned to Daniel Finance Company on a with recourse, 
nonnotification basis for an advance of 7 5 % of their 
amount at an interest charge of 2 0 %  on the balance 
outstanding.
On November 1 , 1984, other trade accounts receivable 
were factored on a without recourse basis. The factor 
withheld 5% of the trade accounts receivable factored 
as protection against sales returns and allowances and 
charged a finance charge of 3% .
Required:
a. How should Marie determine the interest income 
for 1984 on the
1. interest-bearing note receivable? Why?
2. noninterest-bearing note receivable? Why?
b. How should Marie report the interest-bearing 
note receivable and the noninterest-bearing note receivable 
on its balance sheet at December 31, 1984?
c. How should Marie account for subsequent col­
lections on the trade accounts receivable assigned on 
October 1, 1984, and the payments to Daniel Finance? 
Why?
d. How should Marie account for the trade accounts 
receivable factored on November 1, 1984? Why?
On October 1 ,  1984, Janine Company sold some of 
its 5-year, $1,000 face value, 12% term bonds dated March 
1 , 1984 at an effective annual interest rate (yield) of 10%. 
Interest is payable semiannually and the first interest 
payment date is September 1, 1984. Janine uses the 
interest method of amortization. Bond issue costs were 
incurred in preparing and selling the bond issue.
On November 1 , 1984, Janine sold directly to under­
writers at a lump-sum price, $1 ,(X)0 face value, 9% serial 
bonds dated November 1, 1984 at an effective annual 
interest rate (yield) of 11%. A total of 25% of these serial 
bonds are due on November 1, 1986, a total of 35% on 
November 1, 1987, and a total of 40% on November 1, 
1988. Interest is payable semiannually and the first interest 
payment date is May 1, 1985. Janine uses the interest 
method of amortization. Bond issue costs were incurred 
in preparing and selling the bond issue.
Required:
a. How would the market price of the term bonds 
and the serial bonds be determined?
b. 1. How would all items related to the term 
bonds, except for bond issue costs, be presented in a 
balance sheet prepared immediately after the term bond 
issue was sold?
2. How would all items related to the serial 
bonds, except for bond issue costs, be presented in a 
balance sheet prepared immediately after the serial bond 
issue was sold?
c. What alternative methods could be used to 
account for the bond issue costs for the term bonds in 
1984?
d. How would the amount of interest expense for 
the term bonds and the serial bonds be determined for 
1984?
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Number 5 (Estimated tim e----- 15 to 25 minutes)
The Primrose Company appropriately uses the de­
ferred method for interperiod income tax allocation.
Primrose reports depreciation expense for certain 
machinery purchased this year using the accelerated cost 
recovery system (ACRS) for income tax purposes and the 
straight-line basis for accounting purposes. The tax deduc­
tion is the larger amount this year.
Primrose received rent revenues in advance this year. 
These revenues are included in this year’s taxable income. 
However, for accounting purposes, these revenues are 
reported as unearned revenues, a current liability.
Required:
a. What is the theoretical basis for deferred income 
taxes?
b. How would Primrose determine and account for 
the income tax effect for the depreciation and rent? Why?
c. How should Primrose classify the income tax 
effect of the depreciation and rent on its balance sheet and 
income statement? Why?
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ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART I
May 8 , 1985; 1:30 to 6:00 P.M.
Answer 1 (10 points) Answer 2 (10 points) Answer 3 (10 points)
1 . c 1 1 . c 2 1 . b 31. b 41. c 51. b
2 . b 1 2 . b 2 2 . b 32. b 42. a 52. a
3. b 13. b 23. b 33. b 43. b 53. a
4. b 14. d 24. d 34. a 44. a 54. c
5. c 15. b 25. a 35. a 45. b 55. d
6 . a 16. d 26. c 36. d 46. d 56. d
7. a 17. a 27. d 37. c 47. a 57. b
8 . d 18. a 28. c 38. c 48. d 58. a
9. d 19. c 29. c 39. b 49. c 59. c
1 0 . c 2 0 . c 30. d 40. d 50. c 60. c
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 1 1 12 13 14 15 16 17 18 19 20
Score 0 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10 10 10
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A nsw er 4 (10 p o in ts)
a. Blake Corporation
DEPRECIATION AND AMORTIZATION EXPENSE 
For the Year Ended December 31, 1984
Building
Book value 1/1/84 ($1,200,000 -  $263,100)
ISO^ '^o declining balance rate [(100% ÷ 25) x  1.5)] 
Total depreciation on building
$936,900 
X 6%
$ 56,214
Machinery and equipment 
Balance, 1/1/84
Deduct machine destroyed by fire 
Depreciation
Machine destroyed by fire, 4/1/84 
Depreciation from 1/1 to 4/1/84 (10% x 3/12)
$900,000
23,000 $877,000 
X 10%
$ 23,000 
X 2.5%
87,700
575
Purchased 7/1/84
Depreciation from 7/1 to 12/31/84 (10% x 6/12) 
Total depreciation on machinery and equipment
Automotive equipment 
Depreciation on $115,000 balance, 1/1/84 
Deduct depreciation on car traded in 1/2/84 
(SYD 3d year 2/10 x  $9,000)
Car purchased, 1/2/84 
Depreciation SYD 1st year
Total depreciation on automotive equipment
Leasehold improvements 
Cost, 5/1/84
Amortization period (5/1/84 to 12/31/90)
Amortization per month 
Amortization for 1984 (5/1 to 12/31/84)
Total amortization on leasehold improvements 
Total depreciation and amortization expense for 1984
$310,000 
X 5%
$ 18,000 
1,800
12,000
x4/10
$168,000 
÷ 80 mos.
$ 2,100
X 8 m os.
15,500
103,775
16,200
4,800
21,000
16,800
$197,789
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A nsw er 4 (co n t.)
Blake Corporation
ACCUMULATED DEPRECIATION AND AMORTIZATION
December 31, 1984
Accumulated depreciation — building at 12/31/84 
Balance, 1/1/84 
Depreciation for 1984
Balance, 12/31/84
$263,100
56,214
$319,314
Accumulated depreciation — machinery and equipment at 12/31/84 
Balance, 1/1/84 
Depreciation for 1984
Deduct machine destroyed by fire (5 x 10% x $23,000) 
Balance, 12/31/84
$250,000
103,775
353,775 
11,500
$342,275
Accumulated depreciation — automotive equipment at 12/31/84 
Balance, 1/1/84 
Depreciation for 1984
Deduct car traded in ($9,000 -  $2,700)
Balance, 12/31/84
$ 84,600
21,000
105,600 
6,300 
$ 99,300
Accumulated amortization — leasehold improvements at 12/31/84 
Amortization for 1984
Balance, 12/31/84
$ 16,800 
$ 16,800
Total accumulated depreciation and amortization at 12/31/84 $777,689
b. Blake Corporation
GAIN OR LOSS FROM DISPOSAL OF ASSETS 
For the Year Ended December 31, 1984
Gain on machine destroyed by fire 
Insurance recovery 
Book value of machine destroyed 
[$23,000 -  (5 X 10% X $23,000)]
$ 15,500 
11,500 $ 4,000
Loss on car traded in on new car purchase 
Book value of car traded in 
Trade-in allowed ($12,000 -  $10,000)
Net gain on asset disposals for 1984
$ 2,700
2,000 700 
$ 3,300
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Answer 4 (cont.) 
c.
Land
Building
Machinery and equipment 
Automotive equipment 
Leasehold improvements
Totals
Blake Corporation
PROPERTY, PLANT, AND EQUIPMENT SECTION 
OF BALANCE SHEET 
December 31, 1984
Cost
$ 150,000 
1,200,000 
1,187,000 [1] 
118,000 [2] 
168,000
$2,823,000
Accumulated 
depreciation 
and amortization
$ -  
319,314 
342,275 
99,300 
16,800
$777,689
Book
value
$ 150,000 
880,686 
844,725 
18,700 
151,200
$2,045,311
Explanations o f Am ounts
[1] Machinery and equipment at 12/31/84 
Balance, 1/1/84
Purchased, 7/1/84 ($280,000 + $5,000 + $25,000)
Deduct machine destroyed by fire 4/1/84 
Balance, 12/31/84
$ 900,000 
310,000
1,210,000
23,000
$1,187,000
[2] Automotive equipment at 12/31/84 
Balance, 1/1/84 
Car purchased, 1/2/84
Deduct car traded in 
Balance, 12/31/84
$ 115,000 
12,000
127,000 
9,000 
$ 118,000
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A nsw er 5 (10 po in ts)
a. Glenn Corporation 
INCOME STATEMENT
For the Year Ended December 31, 1984
Net sales 
Cost of sales
Gross profit
Selling and administrative expenses
Operating income 
Interest expense
Income before unusual or infrequent items 
and income tax 
Unusual or infrequent items 
Loss on litigation settlement 
Gain on sale of long-term investments
Income before income tax and extraordinary item 
Income tax 
Current 
Deferred
Income before extraordinary item 
Extraordinary item — loss due to earthquake
(net of applicable income tax saving of $380,000)
Net income
Earnings per share 
Income before extraordinary item 
Extraordinary loss
Net income
$(450,000)
260,000
840,000
72,000
$12,500,000
7,500,000
5,000,000
2,425,000
2,575,000 
245,000
2,330,000
(190,000)
2,140,000
[3]
[2] 912,000 [1]
1,228,000 
570,000 [4]
$ 658,000
$5.23 [5] 
(2.43) *
$2.80 [6]
Optional
b. Glenn Corporation
RECONCILIATION OF NET INCOME TO 
TAXABLE INCOME PER TAX RETURN
For the Year Ended December 31, 1984
Net income
Add: Income tax on income before extraordinary item
Permanent difference — premiums on officers’ life insurance
Deduct: Income tax savings — extraordinary loss 
Timing difference — depreciation
Taxable income per tax return
$380,000
180,000
$ 658,000
912,000
140,000 
1,710,000
560,000
$1,150,000
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Answer 5 (cont.) 
Explanations o f  Amounts
[1] Total income tax excluding extraordinary item for 1984 
Income before income tax and extraordinary item 
Add permanent difference — premiums on officers’ life insurance
Income subject to tax 
Income tax rate
Income tax excluding extraordinary item
$2,140,000
140,000
2,280,000 
X 40%
$ 912,000
[2] Deferred income tax for 1984 
Depreciation per tax return 
Less depreciation per books
Timing difference 
Income tax rate
Deferred income tax
$760,000
580,000
180,000 
X 40%
$ 72,000
[3] Current income tax excluding extraordinary item for 1984 
Income tax excluding extraordinary item for 1984. 
Deduct deferred income tax
Current income tax
$912,000
72,000
$840,000
[4] Extraordinary item — loss due to earthquake damage 
(net of income tax) for 1984 
Loss due to earthquake damage 
Income tax saving (40% x $950,000)
Net of income tax effect
$950,000
380,000
$570,000
[5] Earnings per share on income before extraordinary item for 1984 
Income before extraordinary item 
Weighted average number of shares outstanding for 1984 
[200,000 + 20,000 + 15,000 (½  x 30,000)]
Earnings per share
$1,228,000
÷ 235,000 
$5.23
[6] Earnings per share on net income for 1984 
Net income
Weighted average number of shares 
Earnings per share
$658,000 
÷ 235,000
$2.80
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ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART II
May 9, 1985; 1:30 to 6:00 P.M.
Answer 1 ( 1 0  points) Answer 2 ( 1 0  points) Answer 3 ( 1 0  points)
1 . b 1 1 . d 2 1 . b 31. b 41. d 51. b
2 . d 1 2 . d 2 2 . b 32. c 42. a 52. c
3. b 13. c 23. a 33. b 43. b 53. c
4. b 14. c 24. a 34. d 44. c 54. d
5. d 15. b 25. c 35. b 45. b 55. d
6 . a 16. c 26. d 36. a 46. a 56. a
7. d 17. c 27. a 37. c 47. d 57. c
8 . a 18. b 28. d 38. d 48. a 58. b
9. c 19. c 29. c 39. c 49. d 59. a
1 0 . a 2 0 . b 30. c 40. a 50. a 60. d
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 1 1 12 13 14 15 16 17 18 19 20
Score 0 1 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1 ½ 2 2 ½ 3 3 ½ 4 4 ½ 5 5 ½ 6 6 ½ 7 7 ½ 8 8 ½ 9 9 ½ 10 10
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A nsw er 4 (10 po in ts)
Examination Answers — May 1985
Mayne Manufacturing Co. 
CASH BUDGET 
For the Years Ending March 31,
1986 1987
Balance of cash at beginning 
Cash generated from operations 
Collections from customers — Schedule A
Disbursements
Direct materials — Schedule B 
Direct labor 
Variable overhead 
Fixed costs
Total disbursements
Excess of cash collections over cash 
disbursements from operations
Cash available from operations 
Cash received from liquidation of existing 
accounts receivable and inventories
Total cash available 
Payments to general creditors
Balance of cash at end
[1] This amount could have been used 
to pay general creditors or carried 
forward to the beginning of the next year.
[2] ($600,000 X 60%) -  ($50,000 + $40,000)
$ 75,000
$825,000
220,000
300,000
100,000
130,000
750,000
75,000
75,000
90,000
165,000
90,000
$ 75,000 [1]
$1,065,000
245,000
360,000
120,000
130,000
855,000
210,000
285,000
______ 0
285,000
270,000 [2]
$ 15,000
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Answer 4 (continued) 
Schedule A Mayne Manufacturing Co. 
COLLECTIONS FROM CUSTOMERS
For the Years Ending March 31,
1986
Sales
Beginning accounts receivable 
Total
Less ending accounts receivable 
Collections from customers
$900,000 
______ 0
900,000
75,000
$825,000
1987
$1,080,000
75,000
1,155,000
90,000 
$1,065,000
Schedule B Mayne Manufacturing Co. 
DISBURSEMENTS FOR DIRECT MATERIALS
For the Years Ending March 31,
1986
Direct materials required for production 
Required ending inventory
Total
Less beginning inventory 
Purchases
Beginning accounts payable 
Total
Less ending accounts payable 
Disbursements for direct materials
$200,000
40,000 [3]
240,000 
______ 0
240,000 
______ 0
240,000
20,000
$220,000
1987
$240,000
50,000 [4]
290,000
40,000
250,000
20,000
270,000
25,000
$245,000
[3] 12,000 units x 2/12 = 2,000; 2,000 x $20 per unit = $40,000
[4] 15,(KK) units X 2/12 = 2,500; 2,500 X $20 per unit = $50,000
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A nsw er 5 (10 po in ts)
a. Community Association fo r  Handicapped Children 
STATEMENT OF SUPPORT, REVENUE, AND EXPENSES 
AND CHANGES IN FUND BALANCES 
FOR CURRENT FUNDS
Year Ended June 30, 1984
Public support and revenue 
Public support
Contributions (net of provision 
for uncollectible unrestricted 
pledges of $2,000)
Revenue
Membership dues 
Program service fees 
Investment income
Total revenue
Total public support and revenue
Unrestricted
$298,000
25,000
30,000
10,000
65,000
363,000
Restricted
$15,000
15,000
Total
$313,000
25,000
30,000
10,000
65,000
378,000
Expenses 
Program services 
Blind children 
Deaf children
Total program services
Supporting services 
Management and general 
Fund-raising
Total supporting services 
Total expenses
150,000
120,000
270,000
45,000
8,000
53,000
323,000
4,000
1,000
5,000
5,000
150,000
120,000
270,000
49,000 
9,000
58,000
328,000
Excess of public support and revenue 
over expenses
Other changes in fund balances 
Transfers of endowment fund income 
Fund balances, July 1, 1983
Fund balances, June 30, 1984
40,000
20,000
38,000
$ 98,000
10,000
3,000
$13,000
50,000
20,000
41,000
$111,000
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A nsw er 5 (con tinued)
b. Community Association fo r  Handicapped Children 
CURRENT FUNDS BALANCE SHEETS 
June 30, 1984
Assets Liabilities and Fund Balances
Unrestricted
Cash
Investments (at cost, which 
approximates market)
Pledges receivable 
(less allowance for 
uncollectibles of $3,000)
Accrued interest receivable
Total
$ 40,000
100,000
9,000
1,000
$150,000
Accounts payable and 
accrued expenses $ 50,000
Deferred revenue 2,000
Total liabilities and
deferred revenue 52,000
Fund balances
Designated 12,000
Undesignated 86,000
Total fund balances 98,000
Total $150,000
Restricted
Cash
Bequest receivable 
Total
9,000
5,000
$ 14,000
Accounts payable and 
accrued expenses 
Fund balance
Total
$ 1,000
13,000
$ 14,000
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A nsw er 1 (60 po in ts)
ANSWERS TO EXAMINATION 
AUDITING
May 9, 1985; 8:30 A.M. to 12:00 M.
1. b 11. d 21. c 31. a 41. c 51. b
2. a 12. d 22. c 32. a 42. a 52. b
3. d 13. c 23. c 33. d 43. b 53. b
4. a 14. c 24. b 34. b 44. a 54. b
5. b 15. a 25. b 35. b 45. d 55. d
6. c 16. d 26. c 36. a 46. d 56. a
7. b 17. c 27. a 37. c 47. a 57. d
8. a 18. a 28. c 38. c 48. a 58. b
9. a 19. b 29. d 39. b 49. a 59. d
10. b 20. b 30. c 40. a 50. c 60. b
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60
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Auditing
The auditor’s report contains the following deficiencies
Scope paragraph
1. It states that the financial statements are represen­
tations of management.1
2. The financial statements that were examined are not 
identified by proper names and dates.
3. It incorporates the financial statements into the 
auditor’s report when such an incorporation, by 
reference or otherwise, is inappropriate.
4. There is no mention of the examination including 
“ tests of the accounting records.”
Middle paragraph
A nsw er 2 (10 p o in ts)
1. The date of the previous auditor’s report is not 
specified.
2. The type of opinion previously expressed is not 
specified.
3. Inclusion of the phrase “ our attorney’s meritorious 
defense” is inappropriate.
4. The substantive reasons for the change in opinion(s) 
are not disclosed.
Opinion paragraph
The weaknesses in Smallco Lumber’s internal accounting 
controls are these.
A nsw er 3 (10 p o in ts)
Warehouse Clerk
Releases lumber prior to authorization, for exam­
ple, approval of customer’s credit.
Copies of shipping advice should be prepared and 
forwarded to Bookkeeper #1.
Lacks documentation that lumber was given to the 
carrier.
Bookkeeper #1
Credit authorized by bookkeeper and not a respon­
sible officer.
Prepares and mails invoice without knowledge of 
what was shipped.
Bookkeeper
Bookkeeper who maintains general ledger should 
not be responsible for footing and crossfooting of 
journals, that is, sales and cash receipts journals.
Subsidiary accounts receivable ledger should be 
reconciled to general ledger.
1. The phrase ‘‘based upon the preceding’’ in the opin­
ion is inappropriate and may be interpreted as a 
qualification.
2. The financial position statement should be as of a 
point in time and not for a period of time.
3. The company whose financial statements were ex­
amined is not identified.
4. An opinion is expressed on the 1984 financial 
statements only.
5. The auditor’s concurrence with the inconsistent 
application of generally accepted accounting prin­
ciples is not explicitly stated through use of the ex­
pression, “ with which we concur.”
Collection Clerk
• Collection clerk should not maintain sales journal.
• Collection clerk should not maintain accounts 
receivable subsidiary ledger.
• Remittance advice not used as the basis for posting 
collections.
• Checks are not promptly endorsed by the mail clerk.
• Cash receipts are not promptly deposited.
• Deposit slips are not reconciled to cash receipts 
journal or debits to general ledger.
1 Although this statement may be correct, the inclusion of such wording is a departure from normal language used in the 
scope paragraph and such modification was not requested by the partner.
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a. Evidence found in the working papers to support the
fact that the audit was adequately planned and assistants
were properly supervised would be
• Documentation indicating discussions with client per­
sonnel concerning developments affecting the entity 
that require recognition in the audit plan.
• Documentation of a preaudit planning conference 
among audit firm personnel to develop an audit 
strategy by considering matters noted in the review 
of prior years’ working papers, changes in account­
ing and auditing standards, etc.
• An internal control writeup documenting that the 
system of internal accounting control had been 
reviewed.
• Audit programs tailored to the strengths and 
weaknesses of the internal accounting control system.
• Audit programs indicating steps that were assigned 
to and completed by individual assistants.
• A budget indicating the time to be spent in each audit 
area.
• Individual working papers signed by reviewers to
A nsw er 4 (10 p o in ts) document review, approval, and responsibility.
• All questions raised by assistants were answered.
b. Substantive tests which would document manage­
ment’s completeness assertion as it relates to inventory 
quantities would be
Observation of physical inventory counts. 
Analytical review of the relationship of inventory 
balances to purchase, production, and sales activities. 
Inspection of shipping and receiving documentation 
for proper amounts and dates to verify proper cutoff 
procedures.
Obtaining confirmation of inventories at locations 
outside the entity.
Tracing test counts recorded during the physical in­
ventory observation to the inventory listing. 
Accounting for all inventory tags and count sheets 
used in recording the physical inventory counts. 
Recomputing the inventory calculations for clerical 
accuracy.
Reconciling physical counts to perpetual records and 
general ledger balances and investigating significant 
differences.
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a. The auditor’s justification for accepting the un­
certainties that are inherent in the sampling process are 
based upon the premise that the
• Cost of examining all of the financial data would 
usually outweigh the benefit of the added reliability 
of a complete (100%) examination.
• Time required to examine all of the financial data 
would usually preclude issuance of a timely auditor’s 
report.
b. The uncertainties inherent in applying auditing 
procedures are collectively referred to as ultimate audit 
risk. Ultimate audit risk, with respect to a particular 
account balance or class of transactions, is the risk that 
there is a monetary error greater than tolerable error 
in the balance or class that the auditor fails to detect. 
Ultimate audit risk is a combination of three types of risks 
as follows:
• Inherent risk is the risk that errors will occur in the 
accounting system.
• Control risk is the risk that material errors will not 
be detected by the client’s system of internal account­
ing control.
• Detection risk is the risk that any material errors that 
occur will not be detected by the auditor.
Ultimate audit risk includes both uncertainties due 
to sampling and uncertainties due to factors other than 
sampling. These aspects of ultimate audit risk are refer­
red to as sampling risk and nonsampling risk, respectively.
c. Sampling risk arises from the possibility that, when 
a compliance or a substantive test is restricted to a 
sample, the auditor’s conclusions may be different from 
the conclusions that might be reached if the test were ap­
plied in the same way to all items in the account balance 
or class of transactions. That is, a particular sample may 
contain proportionately more or less monetary errors or 
compliance deviations than exist in the balance or class 
as a whole.
Nonsampling risk includes all the aspects of ultimate 
audit risk that are not due to sampling. An auditor may 
apply a procedure to all transactions or balances and still
A nsw er 5 (10 p o in ts) fail to detect a material misstatement or a material inter­
nal accounting control weakness. Nonsampling risk in­
cludes the possibility of selecting audit procedures that 
are not appropriate to achieve the specific objective, or 
failing to recognize errors in documents examined, which 
would render the procedure ineffective even if all items 
were examined.
The auditor should apply professional judgment in 
assessing sampling risk. In performing substantive tests 
of details the auditor is concerned with two aspects of 
sampling risk:
The risk o f  incorrect acceptance is the risk that the sam­
ple supports the conclusion that the recorded 
account balance is not materially misstated when it 
is materially misstated.
The risk o f  incorrect rejection is the risk that the sam­
ple supports the conclusion that the recorded account 
balance is materially misstated when it is not materially 
misstated.
The auditor is also concerned with two aspects of sam­
pling risk in performing compliance tests of internal 
accounting control:
The risk o f  overreliance on internal accounting control 
is the risk that the sample supports the auditor’s 
planned degree of reliance on the control when the 
true compliance rate does not justify such reliance.
The risk o f  underreliance on internal accounting 
control is the risk that the sample does not support 
the auditor’s planned degree of reliance on the con­
trol when the true compliance rate supports such 
reliance.
The risk of incorrect acceptance and the risk of over­
reliance on internal accounting control relate to the effec­
tiveness of an audit in detecting an existing material 
misstatement. The risk of incorrect rejection and the risk 
of underreliance on internal accounting control relate to 
the efficiency of the audit.
69
Answer 1 (60 points)
BUSINESS LAW 
(Commercial Law)
May 10, 1985; 8:30 A.M. to 12:00 M.
ANSWERS TO EXAMINATION
1. d 11. b 21. d 31. c 41. b 51. a
2. b 12. d 22. c 32. c 42. c 52. c
3. a 13. d 23. b 33. a 43. c 53. a
4. b 14. b 24. d 34. c 44. c 54. d
5. c 15. d 25. c 35. a 45. c 55. b
6. c 16. a 26. c 36. d 46. b 56. a
7. b 17. c 27. d 37. b 47. b 57. d
8. d 18. b 28. c 38. d 48. a 58. d
9. b 19. d 29. b 39. d 49. a 59. d
10. a 20. a 30. d 40. c 50. d 60. b
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60 60 60 60 60 60
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a. The sale of leather jackets is governed by the Uniform 
Commercial Code Sales Article which applies to transac­
tions in goods. Under the Uniform Commercial Code, an 
oral contract for the sale of goods under $500 does not 
fall within the provisions of the statute of frauds. Thus, 
the contract between Reed and Rocco is enforceable by 
either party without the necessity of a signed writing since 
the sales price is $450. The UCC provides that an agree­
ment to modify a contract for the sale of goods needs no 
consideration to be binding. However, the modification 
made must meet the test of good faith. The modification 
must also satisfy the requirements of the statute of frauds 
if the contract, as modified, falls within its provisions. 
Whether Reed acted in good faith is determined by an ex­
amination of the facts. Here, the shift in the market may 
satisfy the requirement of good faith if Reed can show 
that he would have suffered a loss had he sold the jackets 
at $450. However, if Reed refused to sell the jackets at 
$450 merely to derive a greater profit, with knowledge that 
Rocco was in immediate need of the goods, the modifica­
tion may not meet the test of good faith.
Since the sales price increased from $450 to $550, the 
contract must satisfy the statute of frauds in order to be 
enforceable. The UCC statute of frauds may be satisfied 
by a confirmation if
• Both parties are merchants.
• It is in writing.
• The writing is signed by the sender.
• The writing states the quantity.
• The writing is received by the recipient within a 
reasonable time.
• The recipient has reason to know the contents of the 
writing.
• The recipient fails to give written notice of objection 
to its contents within ten days after receipt.
As the facts clearly indicate, the mailing of the signed 
letter by Reed to Rocco the day after the contract was orally 
modified, coupled with Rocco’s failure to object within 
ten days after receipt will satisfy the requirements of the 
statute of frauds.
b . N o. A s a general rule, a contract for the sale of real 
property must be supported by a written memo signed by 
the party to be charged. However, an oral contract to sell 
real property may be removed from the statute of frauds 
where there has been part performance and reasonable
A nsw er 2 (10 p o in ts) reliance on the oral contract. The part payment of the sales 
price by Reed, in addition to Reed’s taking possession of 
the building with Smith’s consent and making permanent 
and substantial improvements, generally will prevent 
Smith from setting the contract aside or requiring Reed 
to vacate the building.
Answer 3 (10 points)
Part a.
The consignment-lease arrangement is an illegal 
vertical price-fixing arrangement. Such arrangements are 
illegal per se under the Sherman Act despite the consign­
ment relationship if coercion is used to compel compliance 
with the pricing policies of the seller. Coercion appears 
to be clearly present as a result of denial of renewal of 
the consignee’s lease in the event of non-compliance. There 
may also be an attempt to monopolize by resort to the 
above arrangement, which would also be illegal under the 
Sherman Act.
Injunctive relief could be obtained to prevent con­
tinuation of these illegal pricing policies by use of the 
consignment-lease, and treble damage awards would be 
available to those harmed. Finally, there is the possibility 
of criminal action against the corporation and those in­
dividuals responsible.
Part b.
The facts reveal a clear-cut violation of the Foreign 
Corrupt Practices Act which may result in criminal pro­
secution of the corporation and the individuals involved. 
As a corporation listed on the New York Stock Exchange, 
Major is a registered corporation for the purpose of the 
act’s requirements regarding “ internal accounting con­
trol.” The corporation’s conduct in not properly reflect­
ing the payments on the corporation’s books is also 
clearly a violation of this part of the act. The act 
prohibits indirect payments as well as direct payments to 
one such as Mr. Rock, the speaker of Nogo’s parliament.
Fines of up to $1 million may be imposed against the 
corporation and up to $10,000 or imprisonment for up 
to five years, or both, may be imposed against individuals. 
Finally, there is the possibility of action by the SEC seek­
ing suspension of trading of M ajor’s shares because the 
corporation did not adhere to the internal accounting con­
trol requirements and other violations which may be 
material.
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a. The bases for shareholders’ and creditors’ suits against
Arthur & Doyle under federal securities acts include
• That a violation of the 1933 act has occurred as a result 
of misstatements or omissions in the prospectus or 
elsewhere in the registration statement required in 
order to “ sell” the securities. The Securities and Ex­
change Commission has ruled that the issuance and 
exchange of stock pursuant to a merger constitutes 
a “ sale” within the meaning of the Securities Act of 
1933.
• That a violation of the anti-fraud provisions of the 
1934 act and of Rule 10b-5 issued pursuant thereto 
has occurred since misstatements and omissions of 
material facts may be fraudulent. Additionally, the 
anti-fraud provision (Sec. 17) of the 1933 act could 
be asserted.
• That a violation of the reporting requirements of the 
Securities Exchange Act of 1934 has occurred to the 
extent that false or misleading statements were in­
cluded or material facts were omitted in the reports 
or other documents relating to the merger and which 
were filed with the SEC.
• That a violation of the proxy rules of the Securities 
Exchange Act of 1934 resulted from misstatements 
in or omissions from the merger proxy statement used 
in soliciting shareholder approval.
b. The bases for shareholders’ and creditors’ suits against
Arthur & Doyle under state common law include •
• Breach of contract. The relationship between Arthur 
& Doyle and Dunbar is contractual and requires that 
the CPAs’ performance be rendered in a competent 
manner. The shareholders and creditors may claim 
breach of contract as third-party beneficiaries of the 
contract between the CPAs and Dunbar, since it could 
be held that the contract was entered into for their 
benefit and therefore they are in privity with the 
CPAs.
• Negligence. The shareholders and creditors could 
assert an independent claim of negligence in addition 
to the action for breach of contract. Negligence will 
be established when the CPAs fail to exercise 
reasonable care, taking into account such superior skill 
and knowledge the CPAs have or hold themselves out 
as having. Despite their lack of contractual privity, 
the shareholders and creditors will probably be able 
to successfully assert this action if they can show that 
they are members of a class of persons intended to 
benefit from the services performed by the CPAs and 
that this was reasonably foreseen by the CPAs.
• Actual fraud or constructive fraud. Recent court deci­
sions have substantially eroded the privity barrier
A nsw er 4 (10 p o in ts) faced by third parties. Arthur & Doyle may be held 
liable for actual fraud if it can be shown that they 
intentionally deceived the shareholders and creditors. 
Arthur & Doyle may be held liable for constructive 
fraud if there are deficiencies or lapses in their pro­
fessional work of such a magnitude that they con­
stitute gross negligence or a reckless disregard for the 
truth.
Answer 5 (10 points)
The trustee in bankruptcy may properly avoid or set 
aside the payment made by Baker to Nix on May 17 since 
it meets all the requirements necessary to establish a 
preferential transfer. In order to establish a preference, 
the trustee must show that the transfer
• Was to or for the benefit of a creditor.
• Was made for or on account of an antecedent debt 
owed by the debtor before such transfer was made.
• Was made while the debtor was insolvent.
• Was made within 90 days prior to the filing of the peti­
tion (when the creditor is not an insider).
• Enables the creditor to receive more than such creditor 
would receive in a liquidation proceeding.
There is a rebuttable presumption that the debtor is insol­
vent during the ninety days preceding the filing of the 
petition.
The transfer made by Baker to Wax on June 6 may 
not be avoided or set aside by the trustee. Since the transfer 
was intended by Baker and Wax to be a contemporaneous 
exchange for new value given to Baker and was in fact 
a substantially contemporaneous exchange, the trustee 
may not avoid the transfer of the mortgage to Wax.
The payment made by Baker on June 16 for the elec­
tric bill may not be avoided by the trustee since the debt 
was incurred and paid in the ordinary course of Baker’s 
business, within forty-five days after the debt arose, and 
in accordance with ordinary business terms.
The trustee was correct by including in the estate rents 
and property received as a result of the final divorce decree. 
Generally, property acquired after the filing of a bankrupt­
cy petition is not part of the debtor’s estate in bankruptcy 
but belongs to the debtor individually. However, there are 
certain exceptions to this rule. One such exception is rents 
earned on property of the debtor’s estate. Thus, the rents 
received from July 1 through November 1 will be includ­
ed in Baker’s estate. Another such exception is property 
received by the debtor as a result of a final divorce decree 
within 180 days of the filing of the bankruptcy petition. 
Thus, the receipt of property by Baker on October 10 as 
a result of a final divorce decree falls within the 180 days 
after the filing of the bankruptcy petition on July 1 and 
is therefore included in the debtor’s estate.
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Answer 1 (60 points)
ACCOUNTING THEORY 
(Theory of Accounts)
May 10, 1985; 1:30 to 5:00 P.M.
ANSWERS TO EXAMINATION
1. d 11. d 21. c 31. d 41. a 51. b
2. a 12. d 22. a 32. c 42. c 52. a
3. a 13. a 23. c 33. b 43. b 53. b
4. c 14. b 24. a 34. d 44. a 54. a
5. a 15. a 25. d 35. c 45. d 55. a
6. d 16. c 26. d 36. a 46. b 56. d
7. a 17. b 27. c 37. d 47. c 57. b
8. d 18. a 28. c 38. c 48. d 58. b
9. b 19. c 29. c 39. a 49. a 59. b
10. a 20. a 30. b 40. a 50. d 60. b
The score for the multiple choice question was determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 49 50 51 52 53 54 55 56 57 58 59 60 60 60 60 60 60 60 60 60
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a. When a lease transfers substantially all of the benefits 
and risks incident to the ownership of property to the 
lessee, it should be capitalized by the lessee. The economic 
effect of such a lease on the lessee is similar, in many 
respects, to that of an installment purchase.
b. Lani should account for this lease at its inception as 
an asset and an obligation at an amount equal to the pres­
ent value at the beginning of the lease term of minimum 
lease payments during the lease term, excluding that por­
tion of the payments representing executory costs, together 
with any profit thereon. However, if the amount so deter­
mined exceeds the fair value of the leased machine at the 
inception of the lease, the amount recorded as the asset 
and obligation should be the machine’s fair value.
c. Lani will incur interest expense equal to the interest 
rate used to capitalize the lease at its inception multiplied 
by the appropriate net carrying value of the liability.
In addition, Lani will incur an expense relating to 
amortization of the capitalized cost of the leased asset. 
This amortization should be based on the estimated useful 
life of the leased asset and amortized in a manner consis­
tent with Lani’s normal depreciation policy for owned 
assets.
d. The asset recorded under the capital lease and the ac­
cumulated amortization should be reported on Lani’s 
December 31, 1984, balance sheet classified as noncur­
rent and should be separately identified by Lani in its 
balance sheet or footnotes thereto. The related obligation 
recorded under the capital lease should be reported on 
Lani’s December 31, 1984, balance sheet appropriately 
classified into current and noncurrent categories and 
should be separately identified by Lani in its balance sheet.
Answer 3 (10 points)
a. 1. For the interest-bearing note receivable, the in­
terest income for 1984 should be determined by multiply­
ing the principal (face) amount of the note by the note’s 
rate of interest by one half (July 1, 1984, to December 
3 1 , 1984). Interest accrues with the passage of time, and 
it should be accounted for as an element of income over 
the life of the note receivable.
2. For the non-interest-bearing note receivable, the 
interest income for 1984 should be determined by multiply­
ing the carrying value of the note by the prevailing rate 
of interest at the date of the note by one third (September 
1 , 1984, to December 31 , 1984). The carrying value of the 
note at September 1, 1984, is the maturity amount dis­
counted for two years at the prevailing interest rate from 
the maturity date of August 31 , 1986, back to the issuance 
date of September 1 ,  1984. Interest, even if unstated, ac­
crues with the passage of time, and it should be accounted 
for as an element of income over the life of the note 
receivable.
b. The interest-bearing note receivable should be 
reported at December 31, 1984, as a current asset at its 
principal (face) amount.
The non-interest-bearing note receivable should be
A nsw er 2 (10 po in ts) reported at December 31, 1984, as a noncurrent asset at 
its face amount less the unamortized discount on the note 
at December 31, 1984.
c. Because the trade accounts receivable are assigned on 
a with-recourse, nonnotification basis, Marie is responsi­
ble for collection and assumes the risks of any losses. Marie 
should account for the subsequent collections on the 
assigned trade accounts receivable by debiting cash and 
crediting accounts receivable assigned. The cash collected 
should then be remitted to Daniel Finance until the amount 
advanced by Daniel Finance is settled. The payments to 
Daniel Finance consist of both principal and interest with 
interest computed at the rate of 20 percent on the balance 
outstanding.
d. Because the trade accounts receivable were factored 
on a without-recourse basis, the factor is responsible for 
collection. On November 1, 1984, Marie should credit 
accounts receivable for the amount of trade accounts 
receivable factored, debit cash for the amount received 
from the factor, debit a receivable from the factor for 5 
percent of the trade accounts receivable factored, and debit 
finance charges (an expense) for 3 percent of the trade ac­
counts receivable factored.
Answer 4 (10 points)
a. The market price of the term bonds would be the sum 
of the present values of all of the expected net future cash 
flows discounted at an effective annual interest rate (yield) 
of 10 percent. The net future cash outflows are the maturity 
amount (face value) and the series of future semiannual 
interest payments adjusted for accrued interest received.
The market price of the serial bonds would be deter­
mined by computing the market price for each serial 
separately in the same way that a term bond would be 
determined and then totaling these prices for the various 
serials.
b. 1. Immediately after the term bond issue was sold, 
the current asset—cash—would be increased by the pro­
ceeds from the sale of the term bond issue. A noncurrent 
liability—term bonds payable—would be presented in the 
balance sheet at the face value of the term bonds, plus 
the premium. In addition, a current liability—accrued in­
terest payable—would be presented in the balance sheet 
for accrued interest received (September 1, 1984, to 
October 1, 1984).
2. Immediately after the serial bond issue was sold, 
the current asset—cash—would be increased by the pro­
ceeds from the sale of the serial bond issue. A noncurrent 
liability—serial bonds payable—would be presented in the 
balance sheet at the face value of the serial bonds, less 
the discount.
c. The bond issue costs incurred in preparing and sell­
ing the bond issue could be accounted for as a noncurrent 
asset—deferred charge. The bond issue costs would then 
be amortized over the period the bonds will be outstand­
ing, that is, the period from the date of sale (October 1, 
1984) to the maturity date (March 1, 1989).
Alternately, under Statements of Financial Accoun­
ting Concepts, the bond issue costs incurred in preparing 
and selling the bond issue could be either accounted for
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as an expense in 1984, or as a reduction of the noncurrent 
liability—term bonds payable—and accounted for the 
same as debt discount.
d . To determine the amount of interest expense for the 
term bonds for 1984, the net carrying value of the term 
bonds on October 1 ,  1984, would be multiplied by the ef­
fective interest rate (yield) of 10 percent by one fourth (Oc­
tober 1, 1984, to December 31, 1984).
To determine the amount of interest expense for the 
serial bonds for 1984, the net carrying value of the serial 
bonds on November 1, 1984, would be multiplied by the 
effective interest rate (yield) of 11 percent by one sixth 
(November 1, 1984, to December 31, 1984).
Answer 5 (10 points)
a. Some transactions affect the determination of net in­
come for accounting purposes in one reporting period and 
the computation of taxable income and income taxes 
payable in a different reporting period. In accordance with 
the matching principle, the appropriate income tax expense 
represents the income tax consequences of revenues and 
expenses recognized for accounting purposes in the cur­
rent period, whether those income taxes are paid or payable 
in current, future, or past periods.
b. When depreciation expense for certain machinery pur­
chased this year is reported using the accelerated cost 
recovery system (ACRS) for income tax purposes and the 
straight-line basis for accounting purposes, a timing dif­
ference arises. Because more depreciation expense is 
reported for income tax purposes than for accounting
purposes this year, pretax accounting income would be 
more than taxable income. The difference would create 
a credit to deferred income taxes equal to the difference 
in depreciation multiplied by the appropriate income tax 
rate.
When rent revenues received in advance this year are 
included in this year’s taxable income and as unearned 
revenues, i.e., a current liability, for accounting purposes, 
a timing difference arises. Because rent revenues are 
reported this year for income tax purposes but not for 
accounting purposes, pretax accounting income would be 
less than taxable income. The difference would create a 
debit to deferred income taxes equal to the difference in 
rent revenues multiplied by the appropriate income tax 
rate.
c. The income tax effect of the depreciation timing dif­
ference should be classified on the balance sheet as a non- 
current liability because the asset to which it is related is 
noncurrent. The income tax effect of the rent revenues 
received in advance timing difference should be classified 
on the balance sheet as a current asset because the liabili­
ty to which it is related is current.
The noncurrent liability and the current asset should 
not be netted on the balance sheet because one is current 
and one is noncurrent.
On the income statement, the income tax effect of 
the depreciation timing difference and the rent revenues 
received in advance timing difference should be netted. 
This amount should be classified as a deferred compo­
nent of income tax expense.
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INDEX — QUESTIONS
H O W  TO  U SE  T H IS IN D E X : This index presents examination question number references for the four sections of the CPA 
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section has 
been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right hand column are designated as follows: The question numbers are followed by a dash 
and the page number in this book. The letter M following question numbers indicates a multiple choice item. For example, the 
reference 17M-4 means multiple choice item number 17 on page 4; the reference 5-12 means essay or problem number 5 on page 12. 
Note that, in the Accounting Practice section, no distinction has been made between parts I and II.
Accounting Practice — Content Specification Outline
I. Presentation of Financial Statements or Worksheets.
A. Balance Sheet................................................................... 4-11
B. Income Statem ent.............................................................4-11,5-12
C. Statement of Changes in Financial Position................
D. Statement of Owners’ E quity .........................................
E. Consolidated Financial Statements or W orksheets.....
F. Disclosures in Notes to the Financial Statements........
G. Supplementary Statements...............................................
II. Measurement, Valuation, Realization, and Presentation 
of Assets in Conformity With GAAP.
III.
A. Cash ....................................................................................1M-2
B. Marketable Securities and Investments.........................2M-2,3M-2,4M-2
C. Receivables and Accruals............................................... 5M-2,6M-3,7M-3,9M-3
D. Inventories ......................................................................... 8M-3,10M-3,13M-4
E. Property, Plant, and Equipm ent................................... 4-11
F. Capitalized Leased A ssets............................................... 11M-3
G. Intangibles ......................................................................... 12M-3,19M-5
H. Prepaid Expenses and Deferred Charges...................... 20M-5
Valuation, Recognition, and Presentation of Liabilities 
in Conformity With GAAP.
A. Payables and Accruals.................................................... 1M-15,2M-15
B. Deferred Revenues...........................................................6M-15,10M-16
C. Deferred Income Tax Liabilities.................................... 8M-16,9M-16
D. Capitalized Lease Liability...............................................
E. Bonds Payable................................................................. 4M-15,5M-15
F. Long-Term Notes Payable..............................................7M-16
G. Contingent Liabilities and Commitments.................... 3M-15
IV. Ownership Structure, Presentation, and Valuation of 
Equity Accounts in Conformity With GAAP.
A. Preferred and Common S tock ....................................... 14M-4,15M-4
B. Additional Paid-in C ap ita l..............................................16M-4
C. Retained Earnings and Dividends..................................17M-4,18M-4,24M-6
D. Treasury Stock and Other Contra Accounts............... 25M-6
E. Stock Options, Warrants, and R ights............................
F. Reorganization and Change in Entity..........................21M-5
G. Partnerships .......................................................................22M-5,26M-6
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V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to GAAP.
A. Sales or Revenues.............................................................23M-5,27M-6,29M-6,30M-6,31M-6,32M-7,33M-7,
34M-7,39M-8,50M-9
B. Cost of Goods S o ld ..........................................................36M-7
C. Expenses.............................................................................35M-7,37M-7,38M-7,40M-8,41M-8,42M-8,43M-8,
44M-9,45M-9,4-11
D. Provision for Income T a x ...............................................
E. Recurring Versus Nonrecurring Transactions............... 46M-9,48M-9
F. Accounting Changes ..........................................................28M-6,49M-9
G. Earnings Per Share ........................................................... 51M-10
VI. Other Financial Topics.
A. Accounting Policies...........................................................
B. Nonmonetary Transactions..............................................52M-10
C. Interim Financial Statements...........................................47M-9,53M-10
D. Historical Cost, Constant Dollar, Current C o s t..........54M-10
E. Loss or Gain Contingencies............................................ 58M-11
F. Segments and Lines of Business......................................55M-10
G. Long-Term C ontracts.......................................................
H. Employee Benefits............................................................ 56M-10
I. Analysis of Financial Statements.....................................57M-10,59M-11
J. Development Stage Enterprises.......................................
K. Personal Financial Statements........................................ 60M-11
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elements.................................................
B. Job Order Costing.............................................................15M-17
C. Process C osting..................................................................12M-16
D. Standard Costing and Variance Analysis.......................
E. Joint C osting.....................................................................
F. By-Product C osting...........................................................
G. Spoilage, Waste, and Scrap ............................................
H. Absorption and Direct C osting.......................................
I. Transfer Pricing.................................................................16M-17
J. Product P ric ing .................................................................
K. Budgeting and Flexible Budgeting..................................4-23
L. Breakeven and Cost-Volume-Profit Analysis...............
M. Gross Profit Analysis.......................................................
N. Differential Cost Analysis............................................... 14M-16
O. Capital Budgeting Techniques.........................................13M-16
P. Performance Analysis....................................................... 18M-17,19M-17
Q. Quantitative Techniques................................................... 11M-16,17M-17,20M-17
Accounting Practice — Content Specification Outline (cont.)
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VIII. Not-for-Profit and Governmental Accounting.
A. Fund Accounting..............................................................
B. Types of Funds and Fund A ccounts.............................
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations........ 5-24
D. Various Types of Not-for-Profit
and Governmental Organizations..................................5-24
IX. Federal Taxation — Individuals.
Index
Accounting Practice — Content Specification Outline (cont.)
A.
B.
C.
D.
E.
F.
G.
H.
Inclusions for Gross Income and Adjusted Gross
Income ................................................................................21M-18,23M-18,24M-18,28M-18,29M-18,31M-19,
32M-19,37M-19
Exclusions and Other Deductions (including
adjustments to arrive at Adjusted Gross Incom e).......22M-18,26M-18
Gain or Loss on Property Transactions........................38M-20,40M-20
Deductions from Adjusted Gross Incom e....................33M-19,34M-19,35M-19
Filing Status and Exemptions......................................... 25M-18,30M-19
Tax Determination............................................................36M-19
Statute of Lim itations.......................................................
Effect of Gift and Estate Taxation on Individuals......27M-18,39M-20
X. Federal Taxation — Corporations and Partnerships.
Corporations
A. Determination of Taxable Income or L o ss ................... 45M-20,46M-21,47M-21,48M-21,49M-21,50M-21,
51M-21,52M-21
B. Tax Determination............................................................
C. Subchapter S Corporations..............................................55M-22
D. Personal Holding Companies..........................................44M-20
E. Accumulated Earnings T a x ..............................................43M-20
F. Distributions....................................................................... 53M-21
G. Tax-Free Incorporation.................................................... 41M-20
H. Reorganizations..................................................................54M-22
I. Liquidations and Dissolutions........................................ 42M-20
Partnerships
J. Formation of Partnership................................................ 56M-22
K. Basis of Partner’s In terest............................................... 58M-22
L. Basis of Property Contributed to Partnership.............
M. Determination of Partners’ Taxable Incom e................
N. Accounting Periods of Partnership and P artners........
O. Partner Dealing with Own Partnership..........................59M-22
P. Treatment of Liabilities................................................... 57M-22
Q. Distribution of Partnership A ssets..................................60M-22
R. Termination of Partnership............................................
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I. Professional Responsibilities.
A. General Standards and Rules of C onduct.................... 8M-27,17M-28,27M-29,28M-29,34M-29,48M-31
B. Control of the A u d it.......................................................3M-26,18M-28,49M-31
C. Other Responsibilities..................................................... 2M-26,19M-28,20M-28,43M-30,50M-31,59M-32
II. Internal Control.
A. Definitions and Basic Concepts.................................... 5M-26,7M-27,10M-27,26M-28
B. Study and Evaluation of the System ............................ 30M-29,41M-30,5lM-31,52M-31,3-33
C. Cycles ................................................................................. 9M-27,38M-30,40M-30,53M-31,60M-32
D. Other Considerations.......................................................21M-28,22M-28,23M-28,24M-28,25M-28,
35M-29,54M-31
III. Audit Evidence and Procedures.
A. Audit Evidence................................................................13M-27,31M-29,46M-30,47M-31,56M-31,58M-32,4-34
B. Specific Audit Objectives and Procedures................... 29M-29,39M-30,57M-32
C. Other Specific Topics......................................................1M-26,5-35
IV. Reporting.
A. Reporting Standards and Types of R eports................. 4M-26,6M-26,11M-27,12M-27,15M-27
16M-28,32M-29,33M-29,36M-29
37M-30,44M-30,45M-30,2-32
B. Other Reporting Considerations.................................... 14M-27,42M-30,55M-31
Auditing — Content Specification Outline
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Index
Business Law — Content Specification Outline
I. The CPA and the Law.
A. Common Law Liability to Clients
and Third Persons............................................................ 4-45
B. Federal Statutory Liability..............................................4-45
C. Workpapers, Privileged Communication, and
Confidentiality....................................................................
II. Business Organizations.
A. A gency................................................................................. lM-36,2M-36,3M-36,4M-36,5M-36
B. Partnerships ....................................................................... 6M-36,7M-37,8M-37,9M-37,10M-37
C. Corporations ...................................................................... llM-37,12M-37,13M-37,14M-37,15M-37
D. Other F o rm s......................................................................
III. Contracts.
A. Nature and Classification of C ontracts......................... 20M-38,2-44
B. Offer and Acceptance......................................................17M-38,21M-38,2-44
C. Consideration ....................................................................18M-38
D. Capacity, Legality, and Public Policy .......................... 16M-38
E. Other Defenses.................................................................. 19M-38,23M-38,24M-39
F. Parol Evidence R u le ......................................................... 25M-39
G. Third Party R ights...........................................................26M-39
H. Assignments .......................................................................22M-38
I. Discharge, Breach, and Remedies................................... 27M-39
IV. Debtor-Creditor Relationships and Consumer Protection.
A. Bankruptcy ........................................................................5-45
B. Suretyship...........................................................................
C. Bulk Transfers...................................................................
D. Federal Consumer Protection Legislation.....................
V. Government Regulation of Business.
A. Administrative L a w ...........................................................
B. Antitrust L a w .................................................................... 3-44
C. Regulation of Employment............................................. 30M-39,31M-39,32M-40
D. Federal Securities A c ts ..................................................... 28M-39,29M-39,3-44
VI. Uniform Commercial Code.
A. Commercial P a p e r ...........................................................33M-40,34M-40,35M-40,36M-40,
37M-40,38M-41,39M-41
B. Documents of Title and Investment Securities..............40M-41
C. Sales ....................................................................................41M-41,42M-41,43M-41,2-44
D. Secured Transactions.......................................................44M-41,45M-41,46M-41,47M-42,
48M-42,49M-42,50M-42
VII. Property, Estates and Trusts.
A. Real and Personal P roperty ............................................51M-42,52M-42,53M-42,54M-43
B. Mortgages .......................................................................... 55M-43,56M-43,57M-43
C. Administration of Estates and T rusts .............................58M-43
D. Fire and Casualty Insurance............................................ 59M-43,60M-43
84
Index
Accounting Theory — Content Specification Outline
I. General Concepts, Principles, Terminology, Environment, 
and Other Professional Standards.
A. Authority of Pronouncements........................................
B. Departures from G A A P ...................................................
C. Conceptual Framework....................................................1M-47
D. Basic Concepts and Accounting Principles................... 2M-47,2-52,3-53,4-53,5-54
E. Nonmonetary Transactions Concepts............................
F. Working Capital — Current Assets and Current
Liabilities (terminology)...................................................
G. Comparative Financial Statements.................................
H. Consolidated Financial Statements................................
I. Historical Cost, Constant Dollar, Current Cost, and
Other Accounting Concepts.............................................3M-47
II. Measurement, Valuation, Realization, and Presentation 
of Assets in Conformity With GAAP.
A. Cash ....................................................................................
B. Marketable Securities and Investments......................... 4M-47,5M-47
C. Receivables and Accruals................................................ 3-53
D. Inventories ......................................................................... 6M-47,7M-47,8M-47
E. Property, Plant and Equipm ent......................................9M-48,10M-48,llM-48
F. Capitalized Leased A ssets............................................... 2-52
G. Intangibles ......................................................................... 12M-48
H. Prepaid Expenses and Deferred Charges......................5-54
III. Valuation, Recognition, and Presentation of Liabilities 
in Conformity With GAAP.
A. Payables and Accruals.................................................... 14M-48,15M-48
B. Deferred Revenues............................................................
C. Deferred Income Tax Liabilities.....................................5-54
D. Capitalized Lease Liability..............................................2-52
E. Bonds Payable..................................................................4-53
F. Long-Term Notes Payable...............................................
G. Contingent Liabilities and Commitments.....................16M-48
IV. Ownership Structure, Presentation, and Valuation of 
Equity Accounts in Conformity With GAAP.
A. Preferred and Common S tock ....................................... 19M-49
B. Additional Paid-in C ap ita l...............................................
C. Retained Earnings and Dividends..................................17M-48
D. Treasury Stock and Other Contra Accounts............... 18M-48
E. Stock Options, Warrants, and R ights........................... 13M-48
F. Reorganization and Change in E n tity ............................
G. Partnerships ...................................................................... 20M-49
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V. Measurement and Presentation of Income and Expense 
Items, Their Relationship to Matching and Periodicity, 
and Their Relationship to GAAP.
A. Sales or Revenues............................................................. 21M-49,22M-49,3-53
B. Cost of Goods S o ld .........................................................
C. Expenses............................................................................. 23M-49,2-52,3-53,4-53
D. Provision for Income T a x ............................................... 5-54
E. Recurring Versus Nonrecurring Transactions............... 24M-49
F. Accounting Changes.........................................................
G. Earnings Per S hare ...........................................................25M-49
VI. Other Financial Topics.
A. Statement of Changes in Financial Position................ 26M-49,27M-49
B. Accounting Policies..........................................................
C. Accounting Changes..........................................................28M-49
D. Business Combinations.................................................... 29M-50
E. Interim Financial Statements........................................... 30M-50
F. Loss or Gain Contingencies................. ..........................
G. Segments and Lines of Business....................................... 31M-50
H. Long-Term Contracts .......................................................32M-50
I. Employee Benefits............................................................ 34M-50
J. Analysis of Financial Statements.................................. ..35M-50
K. Development Stage Enterprises.......................................
L. Personal Financial Statements........................................ 33M-50
VII. Cost Accumulation, Planning, and Control.
A. Nature of Cost Elements..................................................36M-50,37M-50
B. Job Order C osting............................................................ 38M-50
C. Process C osting................................................................. 41M-51
D. Standard Costing and Variance Analysis......................39M-50,40M-51
E. Joint C osting.....................................................................
F. By-Product C osting...........................................................50M-52
G. Spoilage, Waste, and Scrap ............................................
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